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THE FIFTEEN PER CENT TAX ON UNDISTRIBUTED 
INCOME OF COMPANIES 


F. R. IRWIN * 


HE ANNOUNCEMENT in the 
1951 Canadian Budget that the 
privilege of capitalizing undistributed 
income upon payment of a 15 per cent 
tax would be available to all companies 
rounds out a unique piece of legislation 
designed to deal with a taxation prob- 
lem which has plagued tax collectors 
and shareholders alike for many years. 
The problem is that which arises because 
companies accumulate earnings instead 
of paying out all surplus in dividends 
each year. The solution which has been 
developed in Canada is to allow com- 
panies to pay a flat 15 per cent tax on 
undistributed earnings, thus creating 
“tax paid undistributed income” which 
may then be capitalized and, within the 
limits of company law procedure, dis- 
tributed to shareholders free of tax in 
their hands. 

This provision, originally limited to 
private companies when introduced in 
1950 and now made available to all 
companies, is designed not only to take 
care of the problem of existing accumu- 
lations of undistributed income but to 


*The author is a member of the Taxation Di- 


vision of the Department of Finance in Ottawa, 
Canada. 


provide a continuing method by which 
companies can deal with retained earn- 
ings. Greeted as a bold and progressive 
step in the income tax field, it is ex- 
pected to go a long way toward solving 
the problem arising from the heavy in- 
dividual income tax liability attached 
to undistributed earnings of companies 
and the serious double impact of suc- 
cession duties and income taxes upon 
the death of a principal shareholder in 
closely held companies. 

The question of what to do about 
undistributed earnings of companies 
arose almost as soon as the income tax 
was introduced in Canada but the prob- 
lems have been intensified in recent 
years with the introduction of Domin- 
ion succession duties and higher rates of 
individual income tax. Basically the 
problem arises because corporate earn- 
ings, after being taxed in the hands of 
the company, are also taxable income 
when distributed to the shareholders. 
This principle of so-called “ double 
taxation” has been firmly established 
in Canadian tax law since 1924 when 
corporate dividends ceased to be exempt 
for purposes of normal individual in- 
come tax. Although a step was taken 
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in Canada in 1949 to reduce this double 
taxation by the introduction of a tax 
credit for individuals equal to 10 per 
cent of net dividend income, this does 
not go far enough to deal with the 
problem of accumulated undistributed 
corporate earnings. It has been a 
traditional practice for companies to 
plow profits back into the business, and 
closely held companies have always ac- 
cumulated earnings either as a necessary 
or convenient method of securing new 
capital, or because the shareholders were 
reluctant to expose themselves to high 
rates of individual income tax upon the 
earnings, or on account of a combina- 
tion of these factors. However, neither 
the shareholder of a closely held com- 
pany nor the tax collector could ever 
afford to forget that corporate earnings 
had not completed their course through 
the taxation mill until they finally 
passed to the shareholders. 

This potential tax liability of earn- 
ings retained by a company has exerted 
an important influence on tax legis- 
lation from the early days of income 
tax. The fact that undistributed earn- 
ings of a company attracted individual 
income tax when paid out as dividends 
very early created an incentive to devise 
means of withdrawing these earnings in 
a form in which they would not be 
classed as taxable income, and the years 
since the introduction of an income tax 
in Canada in 1917 have witnessed a 
continuing duel between the drafters of 
tax law and those who strive to mini- 
mize their tax through devices avail- 
able under prevailing legislation. The 


fact that the Canadian tax system, un- 
like that in the United States, follows a 
principle of taxing only income from 
capital and not accretions to capital it- 
self has added greatly to the attractions 
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of withdrawing accumulations of jp. 
come under the guise of capital. 

To ensure that all income of a com. 
pany becomes taxable income in the 
hands of the shareholders upon distri. 
bution it has been necessary to place 
provisions in the law deeming a diyi- 
dend to have been received by the 
shareholders upon certain actions of a 
company which has undistributed in- 
come on hand. These provisions haye 
varied from time to time but at present 
the most important requires that 4 
dividend shall be deemed to have been 
received by a shareholder equal to his 
portion of the undistributed income on 
hand (or the value of the distribution 
if lesser) when funds or property of a 
company having undistributed income 
on hand are distributed or appropriated 
in any manner for the benefit of share- 
holders on the winding up, discon- 
tinuance, or reorganization of the busi- 
ness. A similar provision applies where 
a company having undistributed income 
on hand redeems or acquires any of its 
common shares, reduces its common 


‘stock, or converts any of its common 


shares into another type of shares or 
obligations. It is further provided that 
when a company capitalizes any part of 
its undistributed income on hand a 
dividend shall be deemed to have been 
received by each shareholder equal to 
his portion of the undistributed income 
that was capitalized. 

In addition, there are a number of 
provisions designed to prevent the dis- 
tribution of earnings in any form which 
would escape tax. ‘These operate 
whether or not there is undistributed 
income on hand and cover a premium 
paid on the redemption or acquisition 
of shares and the lending of money by 
a company to its shareholders. 
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The only corporate earnings which 
enjoy any form of immunity are profits 
earned before the income tax was intro- 
duced in 1917. These have not been 
made subject to tax when distributed 
upon reorganization or winding up of 
the company. Since 1921, however, all 
profits of a company, no matter when 
earned, have been taxable income when 
distributed as ordinary dividends. 

It is interesting to note that the ef- 
forts of the lawmakers have been large- 
ly directed to framing measures de- 
signed to guard against the withdrawal 
of corporate earnings in a form other 
than regular dividends and that little 
serious attempt has been made to deal 
with unwarranted accumulations of 
earnings. Canada, for example, has 
never levied a tax directly upon undis- 
tributed income of corporations along 
the lines found in a number of other 
countries, although there was for many 
years a provision in the law similar to 
section 102 of the Internal Revenue 
Code of the United States. This pro- 
vision said that if the tax authorities 
were of the opinion that the accumu- 
lation of profits was in excess of what 
was reasonably required for the purpose 
of the business, they could notify the 
company by registered letter of the 
amount which they considered ex- 
cessive, and if that amount was not dis- 
tributed it was deemed to have been re- 
ceived by the shareholders. This so- 
called “ big stick provision ” was little 
more than a threat until 1949 when 
the tax collecting department began 
to apply the section in a number of 
cases. Immediate and widespread ob- 
jections were raised to its use, based 
largely upon the grounds that the 
judgment of company officials as to 
What was required in the business was 


being superseded by the arbitrary 
opinion of the tax officials. The section 
was repealed in 1950 with the introduc- 
tion of the new provisions dealing with 
undistributed income. 

These efforts of the tax collector to 
ensure that every dollar of corporate 
earnings bears its full share of indi- 
vidual income tax have in the past 
brought hardship in some cases and 
questionable benefits to the economy as 
a whole. The hardship became espe- 
cially apparent in the case of small, 
closely held businesses. In an expanding 
free enterprise economy many com- 
panies begin as small family businesses 
or from the combined efforts of a few 
individuals. These start out with small 
amounts of capital but by turning back 
into the undertaking a large part of the 
profits each year they are able to ex- 
pand. This means the gradual accumu- 
lation of an undistributed surplus but 
this surplus is usually in the form of 
buildings, machinery, and inventory, or 
is otherwise used in the conduct of the 
business. As these businesses prospered 
in the past the problem presented by 
their undistributed earnings increased. 
If the principal shareholders wished to 
withdraw all or a part of the earnings 
from the company a large part of the 
lump sum distribution would inevitably 
be eaten up by the individual income 
tax it attracted when received by the 
shareholders. Under progressive rates 
of individual income tax a much larger 
portion of a lump sum distribution is 
taken in tax than would be the case had 
the income been distributed regularly 
over the years. 

When a principal shareholder in a 
closely held company died a serious 
situation often arose. The value of his 
holdings in the company as part of his 
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estate became subject to succession 
duties. In many instances the principal 
asset of the deceased was his equity in 
the, company and in order to pay suc- 
cession duties it became necessary to 
distribute a large part of the accumu- 
lated earnings as a dividend. The 
dividend became liable for individual 
income tax at graduated rates and only 
the remainder after tax was available to 
pay succession duties. As a result very 
large distributions might be required, 
placing a severe strain upon the business 
where the accumulated earnings were 
invested in physical goods. The com- 
bined impact of income tax and federal 
and provincial succession duties some- 
times resulted in the confiscation of al- 
most the entire estate. 

Frequently the only course was to sell 
the business but this was often a diffi- 
cult problem. Sales made under such 
circumstances placed the sellers at a 
disadvantage and the price was likely 
to be below the true value of the 
business as a going concern. The most 
likely purchasers were competitors or 
large companies wishing to extend their 
control over an industry. Sometimes 
such a sale resulted in the closing down 
of a business with serious consequences 
for a small community. 

Apart from the matter of succession 
duties, the shareholders of small, closely 
held companies have obviously been at a 
disadvantage compared with the share- 
holders of widely held public com- 
panies. In the latter case the value of 


the shares increases as the company in- 
vests its undistributed earnings in new 
plant. If such shares are sold at an in- 
crease in price which reflects these new 
assets and increased earning power the 
shareholder receives the equivalent of 
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his portion of the undistributed earn. 
ings in the, form of a tax-free capital 
gain. 

Considering the vexatious potential. 
ities of the tax liability attached to up. 
distributed corporate earnings it is not 
surprising that attempts were made to 
deal with this problem before 1950, 
The first try at a solution was made in 
1930 when an amendment was passed 
which had the effect of permitting the 
distribution free of tax of all earnings 
accumulated up to the end of the 1929 
taxation year on winding up, discon- 
tinuance, or reorganization of the com- 
pany. This provision was withdrawn 
after four years, presumably because it 
was thought to be too generous. Des 
pite the beneficial nature of the legis. 
lation many companies did not avail 
themselves of this opportunity. This 
may have been because of a failure to 
appreciate fully the advantages offered 
by the provision or because of the de 
pressed position of many companies ia 
the thirties. In any case the problem 
was bound to arise again because no 
provision was made for earnings ac- 
cumulated after 1929. 

The increasing accumulation of com- 
pany surpluses together with the entry 
of the Dominion Government into the 
field of succession duties in 1941, and 
the greatly increased rates of individual 
income tax during the war years made 
the situation acute for many closely 
held companies. In 1944 a Royal Com- 
mission was set up to investigate and 
report on the tax position of individuals 
owning a substantial portion of the 
shares of a private or closely held com- 
pany which had accumulated undistrib- 
uted surplus. Following the report of 
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this commission in 1945 relieving legis- 
lation was passed as Part XVIII of the 
Income War Tax Act. 

This legislation provided that private 
companies (having no more than 75 
shareholders) might capitalize and dis- 
tribute free of tax in the hands of the 
shareholders all earnings accumulated 
between 1917 and the end of the 
1939 taxation year upon payment of 
a tax upon the accumulated earnings 
at rates ranging from 15 per cent to 
33 per cent. The rates of tax which 
varied according to the amounts at- 
tributable to each shareholder as at 
December 31, 1944, were intended to 
approximate roughly the individual in- 
come tax which would have been paid 
by the shareholders had the surplus 
been distributed year by year as earned. 
A company had to elect before Decem- 
ber 31, 1947, to pay such tax. When it 
had so elected and paid the tax, the 
accumulated earnings could then be dis- 
tributed as tax-free dividends to the 
shareholders at any time. 

This provision was regarded as a fair 
and reasonable way to provide an op- 
portunity for private companies to deal 
with their earnings accumulated up to 
1939, and a large number of companies 
elected to pay the tax and distribute 
their earnings. A further recommen- 
dation of the commission to deal with 
earnings accumulated after 1939 was 
regarded as too drastic by the govern- 
ment and not accepted. 

Because no provision was made for 
post-1939 earnings the problem soon 
arose again. In the period between 
1939 and 1949 many companies had ac- 
cumulated large amounts of undistrib- 
uted surplus. Also there were a num- 
ber of companies that had not taken 
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advantage of the opportunities afforded 
by the Part XVIII provisions to deal 
with their pre-1939 undistributed sur- 
pluses. Shareholders of closely held 
companies finding themselves facing 
heavy income taxes upon any ordinary 
withdrawal of accumulated earnings, 
and fearing the impact of succession 
duties and income tax upon their estate 
at death, were stimulated to take action 
which would make available at least 
some part of their undistributed profits. 
More and more, closely held companies 
were sold or driven to a variety of ex- 
tremely complicated and cumbersome 
devices to secure legal avoidance of the 
tax burden to which their shareholders 
were potentially liable. As a result, a 
good deal of revenue to which the 
public treasury had a justifiable claim 
was being lost. 

Reference has already been made to 
the limited attempt on the part of the 
tax collecting authorities in 1949 to 
force a distribution of excessive ac- 
cumulation of earnings but this line of 
approach, unpopular with taxpayer and 
tax collector alike, was never regarded 
as a solution to the problem. Attempts 
to match complicated evasion devices 
with complex legal blocks might have 
helped for a time but clearly a deeper 
acting medication was required to clear 
up the unhealthy state of this segment 
of the tax structure. 

This action was taken in March, 
1950, when the Minister of Finance in 
his Budget speech announced a new 
plan to deal with surplus earnings of 
closely held companies. This plan not 
only provided for earnings accumulated 
up to the end of 1949 but it also looked 
to the future and tried to avoid the 





294 NATIONAL TAX JOURNAL 


shortcomings of previous plans by of- 
fering a method of dealing with earn- 
ings after 1949. The law which enacted 
these proposals may therefore be con- 
sidered as falling into two parts, the 
first dealing with earnings accumulated 
up to the end of 1949 and the second 
part providing for the future. 

The first part provided that a private 
company may elect to be assessed and 
pay a tax of 15 per cent on an amount 
equal to its undistributed income on 
hand at the end of its 1949 taxation 
year less any amount upon which tax 
was paid under Part XVIII of the In- 
come War Tax Act but which has not 
been distributed to shareholders. The 
definition of “ undistributed income on 
hand ” which is necessary in this legis- 
lation was along the lines used in Part 
XVIII of the Income War Tax Act, 
and, in general, includes all earnings 
since 1917 less dividends and taxes paid 
during the period. Losses incurred 
during the period, as well as expenses 
and disbursements made by the com- 
pany but disallowed in computing in- 
come for tax purposes, are deductible, 
and also amounts by which losses on 
capital exceed gains on capital. A 
“private company” was defined to 
mean a corporation with no more than 
75 shareholders, not including em- 
ployees or former employees. A cor- 
poration controlled by another corpo- 
ration through ownership of more than 
50 per cent of the issued share capital 
was also defined as a private company 
regardless of the number of share- 
holders if the control was acquired 
after May 10, 1950." 


1 This extension of the definition of “ private 


company ” was necessary because of a blocking pro- 
vision applying to controlled companies, referred to 
later in the text. This provision was introduced on 
May 10, 1950, and became effective on that date. 
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If a company elects and pays the 15 
per cent tax on its undistributed income 
on hand, this undistributed income re- 
maining after payment of the tax (plus 
the amount, if any, which has borne 
tax under Part XVIII of the Income 
War Tax Act, and has not been distrib. 
uted) becomes “tax paid undistrib- 
uted income.” 

There is no time limit within which 
a company must make this election but 
the election must deal with all its un- 
distributed earnings accumulated to the 
end of its 1949 tax year. Having taken 
this action, it is then in a position to 
avail itself of the second part of the 
legislation designed to provide a con- 
tinuing remedy for the problem of 
earnings accumulated after 1949. This 
part of the legislation permits a com- 
pany to elect to pay a 15 per cent tax 
upon an amount of its earnings ac- 
cumulated after 1949 equal to the 
amount of its earnings which has been 
distributed in dividends during the 
period. This election may be made each 
year or after any number of years to 
deal with the accumulated earnings 
from the end of 1949 to that time, but 
this second step cannot be taken until 
a company has paid the 15 per cent tax 
on its undistributed income on hand at 
the end of its 1949 taxation year. The 
amount upon which the 15 per cent tax 
has been paid, less the 15 per cent tax 
actually paid, becomes “tax paid un- 
distributed income.” 

Unlike the procedure which existed 
in the case of the earlier solution offered 
under Part XVIII of the Income War 
Tax Act, this tax paid undistributed in- 
come does not constitute a fund from 
which cash dividends, tax-free in the 
hands of the shareholders, may be paid. 
A way has been cleared, however, for 
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distribution of these funds to share- 
holders in such a manner that they will 
not be taxable in their hands. To do 
this, the old legal blocks that deemed a 
dividend to have been paid when a com- 
pany does any of a number of things 
which would mean a distribution of its 
undistributed income to shareholders, 
have been left in the law, but a pro- 
vision has been added to make nontax- 
able that portion of such a “ deemed-to- 
be-dividend ” which is the same as the 
shareholder’s portion of the paying 
company’s tax paid undistributed in- 
come. In addition, the law was changed 
so that a stock dividend is no longer 
classed as a dividend. 

In practice, this means that a com- 
pany which has acquired tax paid un- 
distributed income may capitalize it and 
then distribute this capital in any con- 
venient way within the general pro- 
visions of company law. The most 
popular method is to capitalize all, or a 
part of the tax paid undistributed in- 
come, and issue redeemable preference 
shares to represent this increased capital. 
These preferred shares may then be re- 
deemed at any time and the money re- 
ceived on redemption is not taxable in- 
come of the shareholder. 

Since tax paid undistributed income 
may be distributed quite legally in a 
form in which it is not taxable income 
of the shareholder, it may be asked why 
companies were put to the trouble of a 
complicated procedure and not allowed 
to make a distribution in the form of 
tax-free cash dividends. One reason 
was the administrative problem of ear- 
marking tax-free dividends. A com- 
pany may not wish to elect to pay the 
15 per cent tax, or having elected, may 
not wish to make a distribution for 
many years and it would be very 


troublesome to have to police all com- 
pany dividends in the future to deter- 
mine the tax-free portion. Another 
reason stems from the fact that indi- 
vidual taxpayers in Canada may credit 
against their income tax otherwise 
payable an amount equal to 10 per 
cent of their net dividend income from 
Canadian taxpaying companies. This 
tax credit is not available in the case of 
distributions from tax paid undistrib- 
uted income and it is therefore desirable 
to keep this form of company distri- 
bution separate from ordinary divi- 


_dends. On the whole the government 


considered it preferable not to disturb 
the general income tax law which holds 
that dividends of a company are income 
and taxable regardless of source. 
Another question which arises is the 
determination of the rate of 15 per 
cent. This rate is more favorable than 
that which was offered under the pro- 
visions of Part XVIII of the Income 


War Tax Act and, unlike this earlier 


legislation, it does not vary to take ar- 
count of the amount attributable to 
each shareholder. However, rates of 
individual income tax are now lower 
than during the recent years of ac- 
cumulation and a flat rate has great 
advantage on the grounds of simplicity. 
For the plan to be effective the rate had 
to be sufficiently attractive to companies 
to overcome the inducement to resort to 
complicated deals which meant some 
loss to the shareholders and no revenue 
whatsoever to the treasury. The rate 
of 15 per cent was the same as that 
levied on the first $1,000 of individual 
taxable income at that time and thus 
represented the lowest rate the cor- 
porate earnings would bear if distrib- 
uted to shareholders who are also tax- 
payers. But there is an offsetting 
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feature in the fact that earnings which 
have borne the 15 per cent tax in the 
hands of the company do not give rise 
to the 10 per cent tax credit in the 
hands of the shareholder which would 
be available if the earnings had been 
distributed as ordinary cash dividends. 
The choice of the rate of 15 per cent 
was one which apparently seemed to the 
government to be a reasonable com- 
promise of all these factors. 

Although the success of the new plan 
depended to a large extent upon its be- 
ing regarded as attractive and reason- 
able, its position was strengthened by a 
further blocking provision added at 
the same time. This additional legis- 
lation was designed to prevent the dis- 
tribution of accumulated earnings in a 
form which would escape individual in- 
come tax through the device of inter- 
company dividends where one company 
became controlled by another. Gener- 
ally a Canadian company in computing 
its taxable income may deduct all divi- 
dends received from another Canadian 
company, but this new blocking pro- 
vision made dividends paid by a con- 
trolled subsidiary, where control was 
acquired after May 10, 1950, taxable 
in the hands of the receiving parent 
company if the dividends were paid 
from undistributed earnings on hand 
when control was acquired which had 
not borne the new 15 per cent tax. As 
a corollary to this blocking provision it 
was necessary to provide by definition 
that any company controlled by an- 
other, where control was acquired after 
May 10, 1950, was a private company 
and thus eligible to pay the 15 per cent 
tax on undistributed earnings. 

This extension of the definition of a 
private company provided a way for 
companies which had more than 75 
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shareholders to place themselves in q 
position in which they could elect to 
deal with their undistributed income, 
If more than 50 per cent of the shares 
of a public company were sufficiently 
closely held so that they could be trans. 
ferred to a company newly created after 
May 10, 1950, for this purpose, the 
public company was made a controlled 
company and in this way became a 
private company by definition. This 
secondary effect of what was primarily 
a blocking provision afforded a means 
whereby the legislation introduced to 
be applicable to private companies was 
extended in a limited way to public 
companies. 

The question of making the privilege 
of paying the 15 per cent tax apply to 
all companies was considered from the 
very first and when introducing the 
legislation in 1950 the Minister of 
Finance stated that in logic there was 
no reason why it should not be so ex- 
tended but he wished to proceed slowly 
and see how it worked for a year. It 
soon became apparent that some share- 
holders of companies, other than private 
companies, also faced succession duty 
problems if they held a large proportion 
of the shares of a company which had 
sizable amounts of undistributed in- 
come on hand. Although a number of 
these public companies with a concen- 
trated ownership of a majority of 
the shares became private companies 
through setting up a controlling com- 
pany, this device seemed unnecessarily 
cumbersome. Moreover, a year’s watch- 
ing and waiting had not brought to 
light any reason why the provision 
could not be satisfactorily extended and 
accordingly the Minister of Finance 
proposed in his Budget speech on April 
10 of this year that the provisions for 
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paying the 15 per cent tax on undistrib- 
uted earnings be made available to all 
companies after that date. 

It is not expected that the privilege 
of paying the 15 per cent tax will be 
used by the majority of public com- 
panies where the shares are widely held. 
In such cases there is no incentive to 
pay an additional tax on all the earn- 
ings accumulated up to the end of 1949 
because this accumulation may never be 
distributed and until a company has 
taken this first step it cannot deal with 
earnings after 1949. Moreover, the 
privilege of paying the 15 per cent tax 
on the eligible portion of earnings ac- 
cumulated after 1949 so that these may 
be capitalized and distributed free of 
tax will not likely be of advantage to a 
company whose shares are widely held, 
especially if many shareholders have 
only modest incomes. For example, a 
married taxpayer with a total income of 
less than $6,000, which comes mostly 
from sources other than investment, 
would be better off to receive all his 
share of the company’s distribution as 
an ordinary cash dividend because he 
may then take the 10 per cent tax 
credit. 

The extension of the legislation to 
include all companies, however, removes 
the illogical situation that some com- 
panies should be excluded merely be- 
cause they fall on the wrong side of an 
arbitrary dividing line. In addition to 
the companies with just over 75 share- 
holders, and those where one or two 
shareholders have large holdings, there 
may be companies that want to capital- 
ize a large earned surplus shown on 
their balance sheet without any thought 
of distributing this accumulation. Such 
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companies may welcome the opportu- 
nity to do so through paying the 15 per 
cent tax, as this will free their share- 
holders from the liability for individual 
income tax which this action would 
otherwise bring about. In all cases, 
companies are now left free to make 
the decision based on business circum- 
stances instead of some being denied the 
right through an arbitrary rule of law. 
To the extent that the 15 per cent tax 
is paid on surplus which would not 
otherwise be distributed it brings 
revenue to the treasury that would not 
otherwise be received. 

The privilege of dealing with post- 
1949 earnings through paying the 15 
per cent tax is not likely to become an 
important tax reduction device as can 
be illustrated by an example. If a com- 
pany has $100 profits about 50 per 
cent is taken in Dominion and provin- 
cial corporation income taxes. To take 
full advantage of the 15 per cent tax 
provision $25 of the remainder must be 
paid in ordinary cash dividends. A 15 
per cent tax is paid on the remaining 
$25 leaving only $21.25 to be capita- 
lized and distributed to shareholders. 
Instead of reducing tax revenue it is 
possible that this dollar for dollar 
matching feature may actually stimu- 
late dividend payments, thus increasing 
individual taxable incomes. 

At the same time that Parliament 
took the important step of broadening 
this legislation to include all companies, 
it also acted to limit its application for 
one particular class of company. This 
restrictive measure was the withdrawal 
of the privilege of paying the 15 per 
cent tax on post-1949 earnings in the 
case of subsidiary controlled companies. 
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This step was necessary because it be- 
came apparent that a subsidiary con- 
trolled company could circumvent the 
purpose of the requirement that post- 
1949 income made subject to the 15 
per cent tax and capitalized must be 
matched dollar for dollar with cash 
dividends. If the subsidiary company 
were wholly owned, for example, it 
could pay half its earnings available for 
distribution to its parent (where as an 
intercompany dividend it would be tax- 
free) and pay the 15 per cent tax on 
the other half. The parent company 
could in turn become controlled by an- 
other company to which it would dis- 
tribute half this income and pay 15 per 
cent on the remainder. In this way 
through a series of controlling com- 
panies most of the earnings available 
for distribution could be turned into 
tax paid undistributed income and bear 
a tax of only 15 per cent instead of one- 
half being distributed to individuals as 
ordinary dividends. 

This restrictive provision which ap- 
plies to all controlled subsidiary com- 
panies no matter when control was 
acquired, does not affect the right of 
these companies to pay the 15 per cent 
tax on their earnings accumulated up to 
the end of 1949. 

All the provisions dealing with the 15 
per cent tax on undistributed earnings 
have been drafted to give as much 
flexibility in their use as possible. Com- 
panies are not obliged to move at once 
to take advantage of the opportunity to 
pay the 15 per cent tax because no time 
limit has been set. As the legislation is 
written in terms of what the company 
itself may do, the election to deal with 
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accumulated earnings may be made 
after the death of the principal share. 
holder and still serve to mitigate the 
double impact of income tax and suc. 
cession duties. Companies which have 
paid the tax and capitalized accumu- 
lated earnings through an issue of pre- 
ferred shares need not redeem the 
shares immediately. This step may be 
deferred until adequate cash resources 
are available or until the need for a 
withdrawal of earnings arises. 

It is much too early to appraise fully 
the results of this innovative legislation, 
It has been well received by interested 
shareholders and writers on tax matters 
in Canada and substantial use has al- 
ready been made of its provisions. In 
the period from its introduction until 
the end of March, 1951, the tax was 
paid on more than $606 million of 
undistributed earnings, resulting in 
revenue of over $91 million. This ac- 
counted for more than 11 per cent of 
the total Dominion revenue from cor- 
poration taxes received during the fiscal 
year. Very little of this $91 million 
in tax revenue would have been re- 
ceived in 1950-1951 and much of it 
might never have been received except 
for this provision. The revenue pro- 
ducing feature will not be so important 
from now on but it is expected that 
these provisions to deal with accumu- 
lated earnings will alleviate the income 
tax and succession duty problem of 
principal shareholders in the years 
ahead, and provide a means of recon- 
ciling the benefits accruing from the re- 
tention of earnings by closely held com- 
panies with the justifiable tax claims of 
the treasury. | 
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DEFERRED DEPRECIATION 


H. D. MCGURRAN * 


IKE the United States, Canada has 

long recognized the significance of 
increasing the rates of capital cost 
write-offs, more popularly known as 
depreciation, as a means of encouraging 
capital, expenditures. In February, 
1951, Canada announced a proposal to 
allow accelerated write-offs for certain 
assets used in defence production. The 
plan applies to property acquired for 
defense production for which the 
Minister of Defence Production has 
issued a certificate of eligibility. 

Having acted to encourage defence 
production Canada has now introduced 
a measure to utilize the write-off instru- 
ment for a diametric purpose, namely, 
to discourage certain kinds of capital 
expenditure. The measure provides that 
depreciation will be deferred for a pe- 
riod of four years on assets acquired 
after April 10, 1951, excepting certain 
classes of assets and certain additional 
kinds of assets when certified as eligible 
by the Minister of Trade and Com- 
merce. 

The Minister of Finance, in the 
course of the Budget speech on April 
10, 1951, while reviewing recent eco- 
nomic developments in Canada, stated 
that one of the principal inflationary 
factors is the pressure generated by the 
domestic capital boom and indications 


*The author is a member of the Taxation Di- 


vision of the Department of Finance in Ottawa, 
Canada. 


were that the pressure would continue 
to build up in 1951. In fact a survey 
of capital expenditure plans indicated 
that capital expenditures which have 
been increasing steadily since 1946 
would be even greater in 1951 than in 
1950. Therefore, in attacking the in- 
flation problem it was imperative that 
some action be taken to curtail the pre- 
dicted trend of capital expansion. 

Recently the banks have tightened 
the credit reins and interest rates have 
been increased but many businesses have 
such substantial amounts of working 
capital that the monetary policies of 
banking and financial institutions will 
have no effect on their expansion plans. 
It is true that increased corporation in- 
come taxes will take a larger share of 
profits leaving a smaller proportion 
available for expansion. But many 
corporations are in the position of being 
able to finance large projects out of 
previously earned profits. The in- 
creased taxes will not be particularly ef- 
fective in causing these businesses to 
forego plans for capital additions. Steel 
controls will undoubtedly restrict cer- 
tain kinds of construction, as will 
shortages of some materials, but some 
kinds of investment will not be halted 
by these difficulties. Furthermore, con- 
struction controls had been in effect 
during World War II and had not been 
as effective as might have been ex- 
pected. 
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*“ What we need,” stated the Minister 
of Finance, “ is a stiff financial deterrent 
that will affect particularly the busi- 
nessman who is considering the kind of 
investment which is attractive not be- 
cause of its long term soundness, but 
because it can be written off out of the 
expected high profits of the next few 
years at a time when he expects the 
rate of corporation income tax to be 
abnormally high.” 

This deterrent could have taken the 
form of a measure that would disallow 
depreciation on any asset acquired 
after a specified date unless the asset 
was certified by governmental authority 
as essential to the productive capacity 
of the economy. Such a procedure in- 
volving scrutiny of all investment 
projects would, of course, have resulted 
in distressing delays to the taxpayer and 
insurmountable difficulties for the ad- 
ministration. A system whereby de- 
preciation would be automatically al- 
lowed or disallowed on certain assets 
and would be allowed on some others 
after governmental approval seemed to 
be what was required. 

Accordingly, as a means of providing 
the deterrent, it was proposed to defer 
for a four-year period the right to de- 
duct depreciation on all assets acquired 
after April 10, 1951, excepting certain 
classes of assets defined in the regu- 
lations and certain additional kinds of 
assets when certified as eligible by the 
Minister of Trade and Commerce. De- 
preciation on assets acquired by the 
taxpayer prior to April 11, 1951, will 
not come within the purview of the 
measure. 

The proposal neither cancels nor 
diminishes the right to charge depreci- 
ation but simply postpones the write- 
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off for a four-year period—the taxation 
year in which the property is acquired 
and three subsequent taxation years, 
To illustrate, if a taxpayer whose tax. 
ation year ends on December 3} 
acquires an asset on June 1, 1951, he 
will not be permitted to charge depre. 
ciation in the 1951, 1952, 1953, and 
1954 taxation years. In the 1955 tax. 
ation year the asset can be transferred 
to the depreciable asset account at its 
original cost and written off at the 
normal rates of depreciation. If the 
asset is acquired, say, in 1952, no de 
preciation can be charged until 1956, 

The existing depreciation regulations 
contain 15 classes of depreciable assets, 
Assets coming within seven specified 
classes will be depreciable in the normal 
manner even though acquired after 
April 10, 1951. The seven classes in- 
clude: (1) bridges, canals, culverts, 
dams, etc.; (2) such properties as pipe 
lines and certain other plant connected 
with the production or distribution of 
electrical energy, gas, and water; (3) 
properties of a railway system, a tele- 
graph or telephone system, and a tram- 
way or trolley bus system; (4) radar 
equipment and _ radio transmission 
equipment; (5) such properties as auto- 
motive equipment, gas or oil well equip- 
ment, mining machinery and equip- 
ment; (6) certain articles that can be 
depreciated entirely in one year, ¢.y 
cutlery, linen, uniforms; and (7) cet- 
tain patents, franchises, concessions, 
and licenses. 


Property falling into any of thes 
seven classes can be depreciated in the 
normal way and an. eligibility certificate 
will not be required. There will be no 
deferment of depreciation in respect of 








tion 
lired 
ail 
tax- 
31 

, he 
-pre- 
and 
tax- 
rred 
it its 


» de- 
6. 
tions 
ssets, 
cified 
yrmal 
after 
S in- 
verts, 
- pipe 
ected 
on. of 
- (3) 
tele- 
tram- 
radar 
‘ission 
auto- 
quip- 
quip- 
an be 
] C84 
) cef- 
sSiONS, 


these 
in the 
ificate 
be no 
ect of 








No. 4! 


property acquired by individual farm- 
ers, fishermen and professional men. 
Residential properties (house and apart- 
ment blocks) will also be depreciable 
without eligibility certification as will 
properties replacing those that have 
been destroyed by fire, flood, etc. 

In addition to the foregoing, a 
property acquired by a bequest or in- 
heritance, or a property acquired by a 
taxpayer from a vendor with whom he 
was not dealing at arm’s length if the 
property was depreciable property of 
the vendor on April 10, 1951, will be 
depreciable without certification. The 
latter class will cover property involved 
in such transactions as incorporations 
of partnerships and sole proprietorships. 

The Minister of Trade and Com- 
merce, in describing his function in 
certifying the assets which would be 
eligible for depreciation, described the 
underlying principles of this provision. 
“The Government,” said the Minister 
of Trade and Commerce, “ does not 
wish to discourage in any way capital 
expenditures which will enable Cana- 
dian industry to build up its productive 
facilities to meet Canada’s defence 
needs. Moreover, in some cases the in- 
vestment may have a use limited to the 
defence period, and it would be in- 
equitable to defer capital cost allow- 
ances for four years.” 

Properties for which eligibility cer- 
tificates may be issued can be divided 
into three categories: (1) a property 
acquired by a taxpayer for carrying on 
certain businesses; (2) a property 
acquired for the fulfilment of a defence 
contract or subcontract, or for a 
purpose which contributed to the de- 
fence of Canada; and (3) a property 
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acquired by a taxpayer who has pur- 
chased the business of the vendor. 

The industries whose property will 
come within the orbit of the first group 
might be described as the basic in- 
dustries. Included are the primary 
industries, industries engaged in the 
processing (including smelting and re- 
fining) of raw materials, and enter- 
prises providing a utility service or 
hospital service. The coverage is quali- 
fied, however, by providing that cer- 
tificates for capital expenditures made 
by taxpayers in these groups will not 
be issued if the property is primarily 
used for hotel or office accommodation, 
commercial service, finance, wholesale 
trade, retail trade, or renting for other 
than residential habitation. To illustrate 
a potential exclusion, a refining com- 
pany would undoubtedly be granted a 
certificate of eligibility for a cracking 
plant, but would not receive a certifi- 
cate for a projected retail filling station. 

In establishing that property acquired 
for the fulfilment of a defence contract 
or subcontract should be eligible, the 
taxpayer will be required to show that 
the contract cannot be filled without 
acquisition of the property in question. 
Eligibility certificates will only be 
granted in respect of property acquired 
for defence purposes in exceptional 
cases. The intention is to certify 
property for projects which are vital as 
a means of supplying some basic 
material or commodity or of supplying 
some essential service that does not 
come within the scope of the preceding 
paragraph. 

The third category did not appear in 
the deferment measure as it was origin- 
ally introduced. It was added so that 
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a taxpayer who purchased the depreci- 
able assets of a business after April 
10, 1951, would not have to forego 
depreciation on those assets. It provides 
that where a taxpayer acquires a prop- 
erty subsequent to April 10, 1951, 
in the course of a transaction in which 
he purchased from a vendor with whom 
he was dealing at arm’s length the ven- 
dor’s business and all the depreciable 
property of the vendor that the vendor 
had been using in his business im- 
mediately prior to the transaction, a 
certificate of eligibility may be issued if 
the property was depreciable property 
of the vendor on April 10, 1951. 

In attempting to forecast possible 
effects of the deferment provision it is 
worth while to examine some of the 
features of the Canadian system of 
capital cost allowances which should 
lend themselves to making the measure 
effective and which will, at the same 
time, ensure fairness to the taxpayer. 
Briefly, the law provides that the tax- 
payer may deduct such part of the 
capital cost as is allowed by regulation. 

Reference has previously been made 
to the 15 classes of depreciable assets 
that are defined in the regulations. The 
regulations also establish a uniform rate 
of depreciation for each class. When 
an asset is acquired the value of that 
asset is added to the value of the other 
assets in the same class. The total value 
of the assets in the class at the year end 
is the depreciable balance of that class, 
or “the undepreciated capital cost.” 
The depreciation rate of the class is then 
applied to the undepreciated capital cost 
to determine the amount of the deduc- 
tion for depreciation. 

The system recognizes for tax pur- 
poses obsolescence and decline in value 
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as well as physical wear and tear. [ft 
guarantees that the taxpayer will re. 
cover capital costs of depreciable assets 
from profits by allowing depreciation 
whether or not the asset is being used in 
earning the income from the business, 

If there is to be complete amortiza- 
tion of capital costs of depreciable as- 
sets it is only logical that the allowances 
for depreciation should not be excessive, 
To ensure that excessive depreciation 
has not been allowed the taxpayer is 
required to take into account the pro- 
ceeds of disposal of any depreciable as- 
set. The allowances already deducted 
are adjusted so that the true net capital 
cost of the asset is determined. 

When a depreciable asset is disposed 
of and the proceeds are less than the 
undepreciated capital cost of that asset 
the difference is added to the un- 
depreciated capital cost of the class and 
will subsequently be subject to de- 
preciation. If the asset is the only as- 
set in the class the difference is de- 
ductible in the year of disposal. A 
corresponding adjustment is made 
where the sale price exceeds the un- 
depreciated capital cost and the excess 
capital cost allowance is recovered. 

The foregoing is significant where 
capital cost allowances are being de- 
ferred. If the taxpayer acquires an as- 
set on which depreciation is deferred 
and sells it at a loss even before the ex- 
piration of the four-year period during 
which he cannot deduct depreciation, 
the loss will be recoverable. If the asset 
was the sole asset in the group he will 
be entitled to deduct the loss in the year 
of sale even though he would not be 
deducting depreciation if the asset had 
not been sold. However, if there are 
other assets remaining in the class, the 
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loss will be added to the undepreciated 
capital cost of the class at the time the 
asset would have been depreciable if it 
had been retained. 

The second important feature of the 
Canadian system is that it is based on 
the diminishing-balance principle and 
the rates are correspondingly higk.. 
Actually the rates are approximately 
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twice those applicable when the straight 
line principle was in effect prior to 
1949. It is thought that the fact that 
the substantial part of the capital cost 
that would normally be recovered in the 
first four years will not now be re- 
covered until the fifth through the 
eighth year will be particularly ef- 
fective in strengthening the deterrent. 





THE PURCHASE TAX AND FISCAL POLICY 


ARNOLD M. SOLOWAY * 


8 So CURRENT mobilization pro- 
gram has placed a very heavy re- 
sponsibility on fiscal policy.’ Increased 
tax revenues are being relied on to pro- 
vide the funds for defense expenditures, 
and to remove the bulk of the inflation- 
ary pressure. Consequently, existing 
methods of taxation are being re-ex- 
amined and increased attention is being 
given to new tax proposals. Because of 
their anti-inflationary character, re- 
newed interest has been shown in excise, 
sales, and consumption taxes generally, 
and the possibilities of a purchase tax, 
like that developed in Great Britain, 
have been mentioned with growing fre- 
quency. 

The Purchase Tax is essentially a 
comprehensive sales tax which uses dif- 
ferent rates for different classes of com- 
modities. In its application, the differ- 
ential rate structure distinguishes be- 
tween “necessary” and “luxury” 
goods not only by type of commodity 
(e.g., insulin vs. perfume) but it is 
explicitly recognized that such a dis- 
tinction must also cut across individual 


* The author is a teaching fellow in the depart- 
ment of economics of Harvard University. 


1 This study was first suggested to me by Prof. 
J. K. Galbraith, of Harvard University. His guid- 
ance and criticism were of inestimable help through- 
out its preparation. 


commodity lines. For example, “ util. 
ity ” clothing ? and “ utility ” furniture 
satisfy essential needs and are exempt 
from all tax, but a hand-tailored suit of 
fine shetland wool or an elaborately 
constructed divan will be taxed at the 
same heavy rate as jewelry and other 
typically luxury goods. Thus, by de 
signing the rate structure to impinge 
more heavily on goods customarily 
bought by well-to-do individuals than 
on the conventional necessities of life, 
the Purchase Tax, as opposed to cus 
tomary sales and excise taxes, becomes 
broadly progressive. 

But, progressivity is by no means the 
only significant feature of the Purchase 
Tax. Because it can effectively siphon 
off excess consumer purchasing power, 
it is admirably adapted to conditions of 
suppressed inflation. And because its 
differential rate structure can selectively 
limit consumption and alter the nation’s 
consumption pattern, it offers a powet- 
ful fiscal aid for conserving and direct- 
ing the flow of resources. 


2In Great Britain, “ utility ” articles are made a 
cording to specifications prescribed by the Board of 
Trade. These specifications are designed “to achieve 
economy in materials and in the process of manufat 
ture, thereby easing the strain upon labour and fat 
tory space.” Their price is controlled at all stages. 
We will have further remarks on this subject ins 
later section. 
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Origins 

The name “ Purchase Tax ” was first 
applied by Sir John Simon, then Chan- 
cellor of the Exchequer in Great Brit- 
ain, to a new tax proposed in his Bud- 
get Message of April, 1940. The pro- 
posed new tax was simply a single rate 
levy on all goods except essential foods, 
drinks, and foodstuffs. It differed 
from a general sales tax primarily in 
that it was to be paid by retail mer- 
chants on the occasion of their pur- 
chases of trade goods from wholesalers 
or manufacturers. 

Levying the tax at the wholesale stage 
rather than upon the final sale to the 
consumer was preferred for the greater 
administrative ease in dealing with the 
much smaller number of wholesalers 
than retailers. There were some 750,- 
000 established retailers and some 50,- 
000 more street and market traders in 
Great Britain. Of this 800,000 total, it 
was estimated that upwards of 300,000 
retailers were not in the habit of keep- 
ing decipherable inventory and sales rec- 
ords. Thus, the administration of a tax 
at the retail level would have been far 
more onerous and expensive than if the 
tax were levied at the wholesale stage 
where some 40,000 firms would be in- 
volved. It was recognized, however, 
that retailers would be saddled with 
higher capital costs due to the addition 
of the tax burden to inventory charges. 
Also, if the tax itself was not to exert 
further inflationary influence, com- 
modity prices could only be allowed to 
rise by the amount of tax. Thus, con- 
sumers would be protected from 


higher-than-tax price advances. 

The wholesale stage was also prefer- 
able to any previous stage (e.g., on 
manufacture, processing, etc.) because 


the goods destined for export would 
thus be automatically exempt from the 
tax. Levied earlier, the tax would be 
incorporated, at least partially, in the 
export price. Because of the British 
concern for export markets, it was 
deemed necessary to insure that these 
goods would not be burdened with the 
added tax load. 

Although it was not admitted, and 
certainly need not be true, it was also 
charged at the time that levying the 
tax at the wholesale stage would pre- 
vent consumers from realizing just 
what the tax burden was on their daily 
purchases, or on the goods they had to 
forego for cost reasons. This is a fa- 
miliar attribute of so-called indirect 
taxation. 

In principle, it would appear to be of 
relatively little importance whether the 
tax was levied at the wholesale stage or 
at the final retail sale. As long as (1) 
retail markups on account of the tax 
were restricted by law to the amount 
of the tax and, (2) the chronic shortage 
of goods of almost every description 
resulted in a fairly complete seller’s 
market, the incidence of the tax would 
be predominantly on the consumers. 
Differences in economic effects would 
seemingly be restricted to the conse- 
quences of the differential burden 
placed on the retailers of the taxable 
goods. In any event, despite the added 
burden on retailers and the technical 
difficulties in defining a wholesaler for 
tax purposes, the tax was levied at the 
wholesale stage when the Purchase Tax 
was finally enacted.* 


3In his Budget Message of March, 1941, Sir 
Kingsley Wood, who succeeded Sir John Simon as 
Chancellor of the Exchequer, stated that 40,000 
traders had registered quickly and the machinery of 
accounts had worked well in the first year of the tax. 
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The original Exchequer proposal, 
which gave a bare outline of the new 
tax, and sought only “approval in 
principle” from the House of Com- 
mons, encountered strong Parliamen- 
tary objections. These objections had a 
more decisive influence in determining 
the character of the final law than did 
the Chancellor’s original recommenda- 
tions. In the form originally contem- 
plated, the Purchase Tax was designed 
for very comprehensive coverage, spe- 
cifically including conventional neces- 
saries as well as luxuries.* The Ex- 
chequer’s announced purpose, in those 
grim, early days of the war, was (1) to 
“shut down ” consumption, and (2) to 
raise large aggregate revenue via this 
tax. These apparently contradictory 
ends, simultaneously to prevent con- 
sumption expenditures and to raise 
large revenues by taxing consumption, 
were to be achieved by taxing conven- 
tional necessities just as heavily as lux- 
uries. The tax was to be “ boldly ap- 
plied ’—at a rate not specified but de- 
scribed as “significantly high.” In 
the absence of information from the 
Exchequer, the rates discussed in Com- 
mons ranged from § per cent to 15 per 
cent. 

Accordingly, the dominant objec- 
tions to the proposed tax in the House 
of Commons were the familiar, but 
potent, arguments that the tax was re- 
gressive and inequitable. It was 
charged, and with good reason, that the 
so-called Purchase Tax was merely an 


4 Sir J. Simon clearly stated that ‘ the scheme can- 
not be limited to luxuries ... it would not raise 
the money ...” and again, “ The greater part of 
civilian demand is for things quite reasonable and 
shutting down consumer demand cannot simply be 
shutting down the demand for luxuries. . . .” H. of 
C. Debates, Vol. 360, p. 792. 
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attempt by the Conservative govern. 
ment to impose by indirect means “, 
disguised Income Tax upon those whom 
this House would not readily agree ty 
make subject to Income Tax.” ® 

As a result of the successful oppog 
tion led by Labour members of Com. 
mons, the Purchase Tax which wa 
finally enacted in October, 1940, pro. 
vided: tax exemption for foods and 
other “essential” items of consump. 
tion; a “reduced rate” of 16% per 
cent of the wholesale value (approxi- 
mately equal to 12 per cent of the re. 
tail value) on the more necessary kinds 
of clothing and household goods; anda 
“basic rate” of 31% per cent of the 
wholesale value (approximately equa 
to 24 per cent of the retail value) on 
the less essential and luxury goods. 
Thus, the differential rate, the most im- 
portant single feature of the Purchase 
Tax, developed directly out of the de- 
mand in Commons for greater equity. 
And Sir John Simon’s original attempt 
to secure a powerful revenue tax, that 
by its very regressiveness would als 
serve to “shut down” mass consump- 
tion, was transformed by politica 
necessity into a more modest, progres 
sive-type sales tax. 

But, as stated previously, in addition 
to recognizing the differences in types 
of goods necessary to low-income con- 
sumers (e.g., work shoes) as opposed to 
those customary for higher-income 
groups (e.g., jewelry), the Purchas 
Tax also recognized that the definitions 
of essential and luxury must cut acros 
individual commodity lines. Without 
this further distinction, it would have 
been impossible to develop a commodity 
tax base wide enough for effective us 


5 Ibid., p. 820, Mr. Silverman. 
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of the tax. Adherence to the custom- 
ary tax definitions of luxury and es- 
sential goods would have restricted the 
tax to a very limited number of com- 
modities, most of which were already 
subject to heavy specific excises. For 
example, in the original schedule of the 
Purchase Tax,® ““ Garments or footwear 
made wholly or partly of fur skin... 
or silk .. .”’ were taxed at the basic rate, 
but the same items made without fur 
skin or silk were taxed at the reduced 
rate. And the same items made for 
children without using fur skin or silk 
went tax-free, as did several important 
items of work clothes. Thus, by hav- 
ing the rate structure cut across com- 
modity lines, the new tax was given 
more comprehensive commodity cover- 
age, and it was made infinitely more 
practical as an instrument of progres- 
sive taxation. 


Development 


The Purchase Tax which emerged 
from the Parliamentary debates was 
very different from the original pro- 
posal of the Exchequer. At first sight, 
it appeared that instead of the major 
fiscal measure desired by the Treasury, 
a politically acceptable but ineffective 
compromise tax had been substituted.’ 
However, by the curious turn of politi- 
cal fate, the very act of emasculating 
the original proposal as regards its reve- 
nue potential * made the Purchase Tax 


8See United Kingdom Public General Acts and 
Measures of 1940, Finance (No. 2) Act, 1940, Part 
V, pp. 415-435, and Seventh Schedule, pp. 444-448. 


Sir J. Simon “. . . will destroy the real quality 
of the tax if exceptions are made at every point...”, 
and later, “. . . the double rate limits the effective- 
ness of the tax...” by alleviating the burden on 
lower income groups. Ibid., pp. 793 and following. 


8By extending exemptions and introducing the 
differential rate. 
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practicable and effective as a weapon of 
fiscal control. Once essentials were ex- 
empted, and more and less necessary 
goods differentiated, Commons was 
willing to allow the use of much higher 
penal rates on a wide range of com- 
modities in order to help direct the flow 
of vital resources into war productiun. 
The Purchase Tax became the fiscal 
supplement to direct resource control. 
The broad control possibilities of the 
Purchase Tax, however, did not become 
evident until it was used by the Treas- 
ury in support of the Board of Trade 
limitations on supplies and resource al- 
locations. In his Budget Message of 
April, 1942, the new Chancellor of the 
Exchequer, Sir Kingsley Wood, pro- 
posed to increase the rate on a long list 
of goods from 33% per cent to 66% 
per cent of their wholesale value. At 
the same time, he offered exemption 
from all tax to “ utility ” clothing to be 
extended within the year to “ utility ” 
furniture, boots, and shoes. He stated: 
“Tt is our deliberate intention, on the 
grounds of the widest national interest, 
to encourage the production of this 
clothing for essential needs. . . . This 
clothing not only gives goods of proper 
quality at a reasonable price but, not 
less important, achieves economy in ma- 
terials and in the process of manufac- 
ture, thereby easing the strain upon 
labour and factory space.” *® Thus, by 
discriminatory use of the Purchase Tax, 
fiscal policy was effectively applied in 
Britain’s wartime drive for greater 
economy and efficiency in the use of re- 
sources. By extending the upper limit 
of the tax, it could selectively limit con- 
sumption; in combination with appro- 
priate exemptions, it could alter the na- 
tion’s pattern of consumption. So, in 


9 Ibid. April 14, 1942. 
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1943 the rate on many high-bracket the limitation of consumption and mor 
commodities was again raised, to 100 on revenue yields. Indicative of this 
per cent of the wholesale value, and the pattern were the changes enacted jg 
Purchase Tax utilized four different November, 1947: 

rate schedules. 


In the Purchase Tax Act, the Treas- nr ice ioe 
ury was given authority to shift goods wholesale value) wholesale value) 
from one tax bracket to another, sub- i$ 33/4 
ject to the approval of Commons. In 6624 75 
fact, by generally acquiescing in the 100 125 


successive requests of the Treasury for ‘Thus, the biggest proportionate increas 
such changes, and for over-all rate in- jp duty was levied on the lowest taxable 
creases, wide discretionary tax powers bracket so that the major burden of 
were allowed by Commons to the gov- the changes fell upon categories of ar- 
ernment. This flexibility made the tax ticles which had, presumably, the mini. 
extremely effective in a rapidly chang- num elasticities of demand. As the 
ing situation. Economist of November 15, 1947, re 

Despite the shift in government from sparked: * Evidently the changes are 
Conservative to Labour Party control designed to produce revenue rather 
since the enactment of the Purchase than checking consumption. Although 
Tax in 1940, there have been no major the scope of the tax has not been ex 


changes in the law except in the classi- tended, its centre of gravity is shifted 
fication of commodities and the rate perceptibly nearer to the ‘ necessary’ 
structure. In the postwar period the groups. ... The increases in the Put- 
rates were periodically revised to meet chase Tax are admirably adapted to the 
the exigencies of Britain’s peculiar dif- circumstances of suppressed inflation, 
ficulties. The “inflationary gap,” the |.” With direct controls still in 
“ dollar shortage,” and the new revenue force, and many goods for domestic 
problems resulting from the increased consumption still in short supply, the 
social welfare program all provided a Purchase Tax was revised to drain of 
changing background to the function more effectively the excess purchasing 
of fiscal policy. As consumer goods power in consumer hands. This was 
production increased and the inflation- jot 4 complete functional change, but 


ary pressure permitted, rates on many ;ather a change in emphasis to meet the 
items were reduced or eliminated. As 1 .ods of the situation. 


export needs replaced war production Again in 1948, the Purchase Tax Wm 


needs, the rates on many other items ‘ 
, y revised on the basis of current needs 


were raised. Many more household : hi 
goods were exempted, and for reasons and experience. In his Budget Message 


of administrative economy the Treasury April of that year, Sir Stafford 
resorted almost exclusively to the use Cripps, successor to Hugh Dalton # 
of higher rates on commodities already Chancellor of the Exchequer, reviewed 
taxed, rather than spreading the tax net the measure in detail. He acknowl 
over a wider commodity base. Gener- edged some validity in three specific 
ally, postwar emphasis has been less on criticisms of the tax: (1) classifications 
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were unduly complicated and gave rise 
to many anomalies; (2) rates pressed 
too hard on necessaries and therefore 
had an inflationary effect by pricing up 
living costs; and (3) legal provisions 
overning the rate of tax were difficult 
to follow, being scattered among a num- 
ber of schedules to different Finance 
Acts. Needing the revenue from the 
tax, but desirous of lowering prices and 
providing some relief “for the hard- 
pressed housewife, who feels the inci- 
dence of this tax very keenly,” he went 
on, “I accordingly propose to continue 
the exemption of all food and fuel, and 
of utility clothing. . . . Similarly utility 
furniture, sheets, towels, pillow cases 
and so on, cups and saucers, saucepans, 
buckets and so forth, and the various 
kinds of household brooms, brushes, 
soap and similar cleaning materials, will 
all continue to be exempt. One of the 
great complexities of the present tax is 
the diversity of rates in force—33% 
percent., 50 percent., 6674 percent., 75 
percent., and 125 percent. I propose 
therefore to reclassify the whole field 
into four categories—exempt, 331 per- 
cent., 6624 percent., and 100 percent., 
all percentages being on the wholesale 
value.” The Purchase Tax provisions 
of the Revenue Act of 1948 7° have 
been only slightly changed since then, 
but it can be expected that Britain’s 
present mobilization program will 
strongly influence further developments 
in the structure of the tax. 


Effectiveness 


As we have seen, the Purchase Tax, 
since its inception, has played a dual 
role in the fiscal policy of Great Britain. 


10See United Kingdom Public General Acts and 
Measures of 1948, Vol. I, Eighth Schedule, pp. 1116- 
1130, 
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It has functioned both as a revenue 
producer and as an important element 
in the over-all stabilization strategy. 
The flexibility inherent in its multiple 
rate structure has allowed for the shift- 
ing emphasis described in the preceding 
section. Therefore, we cannot use any 
single criterion in evaluating its effec- 
tiveness over the past ten years. Its 
revenue yields can only be considered in 
conjunction with its control function. 
The War Years. Throughout the 
war years the revenue from the Pur- 
chase Tax was related to the available 
supplies of consumer goods."' As Table 
1 indicates, the annual yield from the 
tax was about £100 million from 1941 
to 1945; averaging approximately 3.7 
per cent of total yearly revenues. But 
this rather small proportion is not an 
adequate measure of its real importance 


TABLE 1 
Setecrep Tax Revenves 1941-1950 * 
(Millions of pounds) 








ersona rchase 

Yea — Income — = Tax of 
2 Tax ed 

Revenue 





1941 £ 98 £ 524 £2,074 47 


1942 110 1.007 2,595 42 
1943 918 1,184 3,039 3.0 
1944 100 1,314 3,328 32 
1945 118 1,361 3,284 36 
1946 181 1,156 3,341 54 
1947 246 1,190 3,845 64 
1948 291 1,367 4,007 73 
1949 229 1,428 3,924 58 
1950 ¢ 295 1,460 3,896 76 





* Source: Annual Budget Statements of the 
Chancellor of the Exchequer. 


+ Estimate by Exchequer in Budget State- 
ment of April, 1950. 


11 The excess on the Purchase Tax appears to be 
due mainly to a much slower rate of diminution than 
was expected in supplies of taxable goods available 
to the public, coupled in some cases, with a higher 
level of prices,” from Sir Kingsley Wood’s Financial 
Statement on April 12, 1943. 
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during those war years when the tax 
was primarily geared to help direct the 
flow of resources and limit consumption. 

Obviously, by using tax rates of the 
order of 6624 per cent to 100 per cent, 
consumer goods prices could be so ef- 
fectively distorted that the market de- 
mand for those goods would be severely 
limited. In this area, the Purchase Tax 
was without question an extremely ef- 
fective companion to direct controls. 
But, by the very nature of the prob- 
lem, especially for goods below the 
clearly penal range, it is impossible to 
obtain a useful quantitative measure. 
Reductions in the physical volume of 
purchases were most generally com- 
pounded out of several causes. Board 
of Trade limitations on supply, import 
restrictions, and physical shortages gen- 
erally placed an absolute limit on pur- 
chases in many fields. The increased 
cost of living (with other increased 
taxes as a component) directly influ- 
enced shifts in the consumption pat- 
terns of different groups. For example, 
much of the spending power discour- 
aged by the high rates on luxuries, 
spilled over into demand for increased 
quantities of utility goods. A house- 
wife may have said: “If I cannot have 
a fur coat, I can certainly afford an- 
other one of cloth.” Thus, the attempt 
to obtain a quantitative measure of the 
Purchase Tax in inhibiting consumer 
spending generally would be thwarted 
by the presence of other variables whose 
effects cannot be seen. 

However, there is acceptable evidence 
from contemporary observations that in 
addition to its resource-control func- 
tion, the Purchase Tax was increasingly 
effective in limiting consumer spending. 
A common criticism at the time was 
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that “the rich continue spending and 
the poor do without”; and especially 
after 1942 the high tax rates clearly 
limited the inflationary pressure from 
the great mass of consumers. To all 
but the highest income groups, ex- 
tended nonessential purchases were 
practically forbidden, and when they 
were made the tax siphoned off that 
much more potential spending power. 

Postwar. In the postwar period, as 
Table 1 shows, receipts from the Pur- 
chase Tax have risen in absolute amount, 
and also as percentage of total revenue, 
For 1950, its revenue is estimated at 
£295 million, or 7.6 per cent of esti- 
mated total revenue. Although this is 
certainly a respectable yield from such 
a considerate tax,” it is still only about 
half the revenue from tobacco, and ap- 
proximately one-fifth of the total cus- 
toms and excise receipts. Obviously, 
the Purchase Tax is still not a monu- 
mental revenue-producer; but even 
judging it only by its yield, as Mr. Dal- 
ton was able to say on April 9, 1946: 
“This tax, in present conditions, not 
only raises revenue, but also absorbs, or 
“mops-up,’ as they say in the Treasury, 
purchasing power, and so helps to pre- 
vent inflation.” ** 

Just as in the analysis of the war 
period, however, other criteria cannot 
be neglected in formulating a judg- 
ment. Accordingly, the control func- 
tions still vested in the Purchase Tax 
must also be taken into account. Al- 
though its emphasis has been shifted 


12 Considerate in the sense that so very many com- 
modities are now exempt from the tax, and so many 
more are taxed at the lowest rate. Also, we must 
remember that rationing and shortages of consumer 
goods remained as a limit to consumer spending even 
in the postwar Britain. 


13 Budget Message, April 9, 1946. 
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more toward revenue, the tax still plays 
an important role in directing the flow 
of resources and in limiting the infla- 
tionary pressure. The government has 
been unwilling to revise the tax so as to 
maximize its revenue yield at the sacri- 
fice of its leverage power in the post- 
war stabilization program. 

Despite frequent objections to anom- 
alies in the tax arising from the 
arbitrariness which still remains in dis- 
tinguishing between luxury and neces- 
sity, the Purchase Tax is today an im- 
portant weapon of British fiscal policy. 


Possible Use in the United States ** 


In many respects the United States is 
now faced with problems similar to 
those of Great Britain as described 
above. The antipathy to a general, 
comprehensive sales tax, levied at any 
stage of production or sale, is at least 
as great in this country as it was in 
Great Britain in 1940. Labor, con- 
sumer, and merchant groups have 
warned that any federal excursion into 
that area of regressive taxation will be 
met by the strongest opposition. For 
that matter, it is obvious that basic 
political necessity requires the utmost 
circumspection in any attempt to in- 
crease the tax burden on the lower in- 
come groups. 

At the same time, if the government 
is to approach a “pay as you go” 
finance position, and fight the sup- 
pressed inflation which is putting in- 
creasing pressure on present price and 
wage controls, it is evident that the 
spending power of the great mass of in- 
comes in approximately the $2,000 to 


14The following discussion and conclusion con- 
cerning the adaptability of the tax to the United 
States are primarily exploratory in character. The 
author is presently working on a study of these 
problems. 


$6,000 bracket must be taxed much 
more heavily. We need greatly in- 
creased tax revenues and limited con- 
sumer spending. Therefore, let us 
proceed on the assumption that the 
necessary added taxes will be levied; 
further, that the “escalator clause,” 
““ take-home-pay,” and “income par- 
ity” arguments will not be allowed to 
vitiate the entire fiscal program. In 
other words, assume that the general 
public will support the national effort 
and accept a reduction in real income 
as part of its total burden. 


It is, however, axiomatic that the 
kinds of tax measures used by the gov- 
ernment will themselves be an impor- 
tant determinant of the nation’s will- 
ingness to accept sacrifice over an 
indefinite period. To the extent that 
citizens are convinced of the funda- 
mental equity of the distribution of tax 
burdens, the possibility of maintaining 
an adequate fiscal policy over the com- 
ing years is greatly enhanced. Because 
the general public accepts the justice of 
progressive income taxation, and be- 
cause of its fiscal strength, the Personal 
Income Tax is the most practicable and 
politic measure with which to accom- 


plish the bulk of the fiscal job. 


If the Personal Income Tax is to 
make its full contribution to the de- 
fense effort, its base must be broadened, 
higher rates of progression must origi- 
nate lower in the income scale, and ex- 
emptions and deductions must be re- 
duced. But, although the Personal 


Income Tax provides the best single 
method for increasing revenue (and ab- 
sorbing purchasing power) from the 
lower income groups, as a single fiscal 
measure it is definitely limited. Even 
assuming the political possibility of 
making such drastic changes in the rate 
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structure as would be necessary if it 
were to assume the whole of the fiscal 
burden, the loss of incentive for pro- 
ductive workers, caused by the neces- 
sary higher marginal tax rates in the 
lower brackets, would create a real limit 
to the possible intensity of its applica- 


tion. Particularly for lower income 
labor, comparatively devoid of the 
other inducements and prerogatives 


common to management and owner- 
ship, the decline in monetary reward 
will be promptly accompanied by a de- 
cline from maximum productivity. 
Drawing from British experience, we 
note in the Economist, of October 27, 
1945: “... The Chancellor’s main drive 
has rightly been to raise incentives, and 
his first step, quite properly, has been 
to restore the income tax personal al- 
lowances to their pre-war . . . level. 
That is a pure ‘incentive’ measure, for 
there is no doubt that the tax deter- 
rent to workers’ effort operated most 
strongly at the income levels that just 
fell within the tax range... .” To 
the precise degree that monetary in- 
centives are not replaced by patriotic 
zeal, tax relief will have to be granted 
if we are to achieve and maintain maxi- 
mum output. Assuming then, that the 
Personal Income Tax is adjusted and re- 
rated, as nearly as can be estimated, to 
drain income from all classes in amounts 
safely short of the critical incentives 
boundary, some supplementary fiscal 
safeguard to limit the residual in- 
flationary spending power becomes 
necessary.’® 


15 There is also a large volume of economic in- 
come (e.g., imputed rent, payments in kind, con- 
sumption of one’s own produce, etc.) which for 
expediency is ignored under the income tax law. 
Although the Purchase Tax would not remove this 
discrimination, it would broaden the over-all tax 
base. 


[ VoL. IV 


It is largely as a supplement to the 
Personal Income Tax that the fiscal and 
control possibilities of the Purchase Tax 
appear most attractive. By stopping 
our income tax short of the incentives 
limit we allow income earners to keep 
a greater portion of their incremental 
earnings. They are free to spend on 
necessities, or to save these earnings, 
with no further tax penalty. The ad- 
ditional income from extra effort, over- 
time, etc., is theirs to keep. But once 
they enter the market for nonessential 
goods and services, an additional tax 
will be extracted from them. Allowing 
income earners to keep the added in- 
come, even though additional high 
taxes are levied on other than necessity 
purchases, would not have nearly the 
disastrous effects on incentive that tax- 
ing it away in the first instance would 
produce. The whole incentive for say- 
ings and accumulation is not only re- 
tained, but it is accentuated. 


1. Thus, as part of the over-all 
stabilization strategy, the Purchase Tax 
can be an effective supplement to the 
Personal Income Tax, controlling the 
margin of inflationary pressure.’® It 
can inhibit consumption expenditures 
and absorb more of the inflationary 
residue without the danger to incentives 
which is inherent in pushing personal 
income tax rates too far. 


16 The margin of inflationary pressure will, of 
course, vary over time. How much additional con- 
sumer purchasing power need be absorbed at any 
time, will depend on a number of variables, of 
which the intensity of the defense effort being pur- 
sued will be a primary element. To a considerable 
degree, the pressure from the residual margin of in- 
flationary spending power will vary inversely with 
the volume of consumer goods production allowed. 
For a concise statement, see: Economic Policy in the 
Present Emergency, a committee report by J. M. 
Clark, Chairman, T. W. Schultz, Arthur Smithies, 
and D. H. Wallace. 
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2. The multiple rate structure can 
be designed to help in directing and 
conserving the flow of vital resources 
by providing the specific kind of price 
distortion appropriate to our needs. 
Despite the exemption of a broad range 
of essentials from the taxable list, the 
Purchase Tax would still be a far more 
comprehensive and systematic means 
for controlling the use of our resources 
than the patchwork of excises we now 
have. 

In this connection, as we have seen, 
the conservation and redirection of re- 
sources in Britain through the aid of the 
Purchase Tax, were in many areas con- 
tingent upon its rate structure cutting 
across individual commodity _ lines. 
Without that feature the production of 
“utility” goods, for example, could 
not very well have been furthered 
through the use of taxation. The prin- 
ciple was clearly workable in Great 
Britain, but, because so many more con- 
sumer goods are produced for mass con- 
sumption by mass production methods 
in the United States, it might make the 
same degree of definition here much 
more difficult. 

As one alternative to establishing 
utility categories of the same type as 
are used in Great Britain, however, we 
could with federal price controls in 
force over consumer goods, construct 
our rate pattern on the basis of differ- 
ential prices for the same type of com- 
modity. For example, we might ex- 
empt all men’s woolen suits under $50 
in price; tax those between $50 and 
$75 at the minimum, rate A; tax those 
between $75 and $100 at the higher 
rate B; and all above $100 at the maxi- 
mum rate C. In this way, for many 
different commodities we could ap- 
proximate the same coercive effect on 


resource allocations which would re- 
sult from the establishment of utility 
specifications. The degree to which we 
must carry such efforts for economy in 
the use of our labor and material re- 
sources will depend, finally, on the in- 
tensity of the defense mobilization pro- 
gram. If we are pressed to the point of 
maximum effort we will have little 
choice but to drive our productive re- 
sources into the most essential channels. 
If, for example, clothing is essential, 
“utility clothing” can satisfy the es- 
sence of the need here as it did in Brit- 
ain. Whether we use the British model 
for standardizing consumer goods pro- 
duction, or perhaps develop one more 
appropriate to the American scene, is 
primarily a technical matter, but in a 
prolonged all-out effort some such pro- 
gram will be vitally necessary. 

3. In so far as we can allow the pro- 
duction of nonessential goods the Pur- 
chase Tax can contribute a substantial 
revenue yield. Its success as a revenue 
producer will depend largely on the 
quantities of various taxable goods 
available to the consuming public. 
Thus, here as in Britain, the yield from 
the Purchase Tax will be directly re- 
lated to the kind of emphasis the rate 
structure is given, whether oriented 
more toward revenue or control.” 

4. The Purchase Tax, unlike the 
general sales tax and excises, is not re- 
gressive. The exemption of essentials 
and a finer definition of luxury and 
necessity under differential rates of tax- 
ation would certainly take the greatest 
part of the steam from the equity argu- 
ment here, as it did in Great Britain. 
With price controls protecting con- 
sumers from extra markups after the 


17 Also, of course, it will depend on the effect of 
the direct controls on consumer goods production. 
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tax charge is added, and with the lowest 
income group protected by the exemp- 
tion of essentials, there is no reason why 
the measure should be politically dis- 
qualified. 


Conclusion 


Most of the public discussion of sales, 
excises, and other consumption taxes 
has been on somewhat of an “ all-or- 
nothing ” level. If consumption is not 
greatly reduced, what good? If huge 
revenues cannot be gained, why bother? 
If “justice” is not served, how dare 
you? To achieve any comprehensive 


policy able to deal with the varying re- 
quirements of our complex economy, 
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it must be firmly kept in mind that 
each individual measure is but one part 
of a whole. And for the sum of these 
parts to be equal to our needs, the play 
of each as part of the fiscal policy team 
is fully as important as its individual 
prowess. If, as it did in Great Britain, 
the Purchase Tax can fill a void in our 
system of controls and revenue pro- 
gram, then it can make a contribution 
much greater than any single criterion 
would indicate. The Purchase Tax is 
here commended not as “ the answer” 
to all our revenue and control needs, 
but as a measure which can make an 
important contribution to both. 
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EXTRACTIVE INDUSTRIES AND THE EXCESS 
PROFITS TAX 


DOUGLAS H. ELDRIDGE * 


Introduction 


HE SPECIAL treatment of extrac- 

tive industries under the excess 
profits tax reflects a basic conflict in 
aims of tax policy during the defense 
period. One purpose of the excess 
profits tax is to curtail the gains derived 
by firms which are in strategic eco- 
nomic positions to benefit from the 
country’s rearmament effort. Broad 
considerations of revenue needs, tax 
equity and prevention of economic dis- 
tortions through favoritism to particu- 
lar groups, argue for evenhanded treat- 
ment of all large defense profits. At 
the same time, the Congress has sought 
to utilize tax relief and concessions to 
encourage and foster expansion of out- 
put of natural resources. As a result 
these industries have been sheltered 
from much of the impact of the excess 
profits tax. 

When characteristically heavy mili- 
tary requirements for basic materials 
have been superimposed on civilian de- 
mands, available supplies of many of 
these materials have inevitably appeared 
short of needs. Increased production 
has seemed urgent, and for some ma- 
terials the urgency has been enhanced 
by threat of possible loss or interruption 
of usual imports. 


* The author is an economist in Washington, D. C. 


The tax effects upon production in 
these industries may also be aggravated 
by the depletable nature of their assets. 
In exploiting limited reserves more 
rapidly during the emergency period, 
a firm may increase its current income 
at the sacrifice of income that would 
otherwise be realized later. Heavy ex- 
cess profits taxation of income bunched 
in the defense period might be a serious 
deterrent to current as against deferred 
production. 

The Excess Profits Tax Act of 1950 
includes four specific relief provisions 
for natural resource industries, namely: 
(a) outright exemption of income de- 
rived from mining strategic minerals; * 
(b) outright exemption of government 
subsidy or bonus payments; (c) partial 
exemption of income from increased 
output; and (d) partial exemption of 
income of new, reactivated, or formerly 
submarginal properties.” While these 
provisions follow the general pattern 
developed during World War II, there 


1 Internal Revenue Code, sec. 450. Sec. 101 of 
the Excess Profits Tax Act of 1950 amends the Jn- 
ternal Revenue Code by adding a new “ Subchapter 
D—Excess Profits Tax.” In the act the various 
sections of this subchapter are numbered according 
to their place in the Internal Revenue Code, viz., 
secs. 430-472, inclusive. For this reason references 
made herein to parts of the excess profits tax law 


adopted in 1950 are in terms of the relevant sections 
of the Code. 


2 [bid., sec. 453. 
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has been a tendency in each case to 
make the current exemptions more lib- 
eral. 

These relief provisions of specific ap- 
plication to natural resource producers 
are in addition to a number of provi- 
sions designed to prevent hardship to 
small, new, or growing businesses in in- 
dustry generally.* In a number of in- 
stances the latter type of provisions is 
also of importance to extractive firms. 

The specific excess profits tax relief 
for extractive industries is also sup- 
plementary to the special. treatment ac- 
corded these taxpayers under the regu- 
lar income tax. Producers of most 
commercially important minerals enjoy 
the privilege of deducting percentage 
depletion, and timber producers have 
the option of treating income from 
cutting as capital gains. These pro- 
visions serve not only to reduce regular 
income tax liability, but also to reduce 
the amount of income subject to excess 
profits tax. In many instances these 
tax privileges are more effective in miti- 
gating the burden of excess profits taxes 
on extractive firms than are the specific 
excess profits tax exemptions. Both 
during World War II and in the pres- 
ent defense period the Congress has re- 
fused to reduce such tax concessions, 
lest this action might possibly impair 
firms’ incentives and financial abilities 
to maintain and increase desired output. 

The purpose of this article is to ex- 
amine these various provisions which 
accord special excess profits tax relief 
to extractive industries, and to discuss 
some of the considerations which have 
led to their adoption. 


3For a description of these more general relief 
provisions see Eugene E. Oakes, ‘“‘ General Relief un- 
der the Excess Profits Tax,” National Tax Journal, 
IV (September, 1951), p. 219. 
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Exemption of Strategic Minerals 


Specific tax relief intended to en. 
courage domestic production of stra. 
tegic minerals was first accorded by 
the initial excess profits tax act of the 
World War II period.* A_ precedent 
for outright exemption had occurred 
in the World War I excess profits tax 
under which income from gold mining 
was exempt.” However, gold was not 
explicitly regarded as strategic, and no 
particular justification for this unique 
treatment appears to have been offered 
in committee reports or the Congres. 
sional Record of that earlier period. 

The list of minerals granted complete 
exemption in 1940 was rigorously 
limited.® All of them had been de. 
clared to be strategic materials by the 
War Department. They were pro- 
duced in the United States only in neg- 
ligible quantities, and it appeared that 
in normal times increased production 
from meager and inferior domestic re- 
sources could not compete with foreign 
supplies. In consequence, unusual 
risks were incurred in the development 
of properties whose commercial lives 
could not be expected to outlast the de- 
fense and war period. 

In the following year the exemption 
was eliminated on the grounds that in- 
come from such mining was mainly at- 
tributable to the defense program, and 
it was felt that corporations so bene 
fited should pay their share of the tax 


4 Second Revenue Act of 1940, sec. 731. See als, 
Conference Committee Report, Second Revenue Bill 
of 1940, House Report No. 3002, 76th Cong., 3 
sess., pp. 55 ff. 


5 Revenue Act of 1918, sec. 304(c). 


6 Tungsten, quicksilver, manganese, platinum, antk 
mony, chromite and tin. 
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burden.” However, the exemption was 
restored in 1942 upon the recommen- 
dation of the War Production Board, 
and was extended to four additional 
minerals which met the same criteria as 
those originally selected.® 

With the inclusion of fluorspar and 
flake graphite in 1943,° the standards 
for exemption were somewhat relaxed. 
While these minerals were declared by 
war production agencies to be of stra- 
tegic importance, a large share of con- 
sumption requirements was produced in 
the United States and domestic com- 
mercial reserves were substantial.’° The 
exemption of vermiculite in the same 
year was more of an anomaly. Al- 
though it had war connected uses it was 
not classified as a strategic material by 
war agencies. Supplies came wholly 
from domestic production, and there 
was no lack of reserves for the fore- 
seeable future.” 

In the formulation of the Excess 
Profits Act of 1950, the final strategic 
mineral provision of World War II was 
taken over wholesale and 12 additional 
minerals were added.'* Income de- 


T House, Committee on Ways and Means, Revenue 
Bill of 1941, Report, 77th Cong., Ist sess., p. 26. 


8 Senate, Committee on Finance, Revenue Bill of 
1942, Report, 77th Cong., 2d sess., p. 211. The 
added strategics were sheet mica, tantalum, vanadium 
and nickel. 


® Revenue Act of 1943, sec. 207. 


10Cf., Senate, Subcommittee of Committee on 
Public Lands, Investigation of National Resources, 
Hearings, 80ch Cong., Ist sess. (1947), pp. 242-245, 
247-249. 


11 See Senate, Committee on Finance, Revenue Act 
of 1943, Hearings, 78th Cong., Ist sess., pp. 839- 
844. 


12 The minerals added in sec. 450 were: perlite, 
long-fibre asbestos in the form of amosite, chrysotile 
or crocidolite, beryl, cobalt, columbite, corundum, 
diamonds, kyanite (if equivalent in grade to Indian 
kyanite), molybdenum, monazite, quartz crystals, 
and uranium. 


rived by a domestic corporation by 
mining any of these in the United 
States is exempt from the excess profits 
tax. It is further provided that the ap- 
propriate defense agency can extend 
the exemption to any other mineral 
which it certifies as being essential to 
the defense effort and as not having 
been normally produced in appreciable 
quantities within the United States. 
The Defense Minerals Administration, 
as certifying agency, has subsequently 
added block steatite talc. 

Certified minerals and most of those 
added by the Congress in 1950 meet 
both of the standards originally set for 
strategic exemptions in 1940. In the 
case of molybdenum current defense 
needs only seem to have governed since 
more than 90 per cent of total world 
supply comes from the United States 
and known domestic reserves are ample 
for greatly expanded output, if ad- 
ditional investment is made in plant 
and equipment. Perhaps at the ex- 
treme is the inclusion of perlite, which 
is used principally as an aggregate in 
plaster and concrete, and the case for 
which appears to be mainly that it 
competes in use with vermiculite. 

The effectiveness of this type of in- 
centive device for particularly desired 
minerals is probably blunted by broad- 
ening the coverage of the exemption. 
In an economy which is currently uti- 
lizing virtually all productive resources, 
any new or expanded strategic mineral 
project must obtain supplies of labor, 
equipment, and materials by hiring 
them away from competing uses. For 
an immediate or short-run increase of 
output of a particular mineral, effort 
must come for the most part from the 
limited number of firms already in the 
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mining business, since they have ad- 
vantages of know-how, organization, 
and equipment. Perhaps significant re- 
sults could be achieved for one or a 
few top priority strategics through tax 
motivated diversion of productive ef- 
forts, but as the area of relief is wid- 
ened, the results that may be expected 
for the most important materials be- 
come less promising. 


The excess profits tax revenues fore- 
gone through the exemption of stra- 
tegics appear to be comparatively slight. 
Potentialities for domestic production 
of most of these minerals are quite re- 
stricted. Even in those cases in which 
reserves do not severely limit expansion 
of output, the value of production has 
been small relative to total mineral pro- 
duction. In dollar terms, United States 
output of molybdenum is the most im- 
portant of the exempt minerals, and 
the gross value of that output was $20 
million in 1948 and $47 million in the 
peak World War II year, 1942."* 


Exemption of Subsidy or Bonus Pay- 
ments 


Government policies of fostering 
mineral and timber output in war and 
defense periods have also been imple- 
mented in part by subsidies and direct 
financial assistance. When the Excess 
Profits Tax Act of 1950 was under con- 
sideration it was not known what form 
and magnitude these aid programs 
might assume in the present emergency 
period, but the Congress evidently felt 
that as these programs were developed, 
their effects in stimulating the extrac- 
tive industries should be preserved and 
bolstered through tax exemptions.’* 


13 U. §. Department of the Interior, Bureau of 
Mines, Minerals Yearbook, 1948, p. 820. 


14 Senate, Committee on Finance, Excess Profits 
Tax Act of 1950, Report, 81st Cong., 2d sess., p. 33. 
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The World War II excess profits tax 
exemption of income derived from goy. 
ernment bonuses paid for mine of 
timber output in excess of quotas was 
re-enacted."° The 1950 act also pro. 
vided more generally that any govern- 
ment payments to encourage explora. 
tion, development or mining of critical 
and strategic minerals, whether by 
grant or loan, were to be exempt from 
both excess profits tax '® and regular 
income tax.‘ The actual scope of 
these exemptions will be dependent, of 
course, on the nature and size of the 
subsidy programs which are being 
evolved. 

The above-quota bonus exemption 
was developed during World War II a 
a counterpart of the premium price 
program for nonferrous metals.'® The 
government was then endeavoring to 
stimulate production of copper, lead 
and zinc by paying above ceiling prices 
for units of increased output. The 
language of the tax exemption provi- 
sion was general and would have ap- 
plied to above-quota bonus payments 
for all minerals and timber, but since 
this form of subsidy was used only for 
the nonferrous metals, actual applica- 
tion of the exemption was restricted. 
Other types of subsidies were paid, for 
example, to operators of stripper oil 
wells and to high-cost producers of 
aluminum and wood pulp,’® but these 
payments did not qualify for exemp- 
tion as bonuses for increased physical 

15 Internal Revenue Code, secs. 433 (a) (1) (I) and 
453(c). 

16 Ibid., sec. 433(a) (1) (P). 

17 Excess Profits Tax Act of 1950, sec. 306. 


18 House, Committee on Ways and Means, Revenue 
Bill of 1942, Report, 77th Cong., Ist sess., p. 27. 
See also P. G. Frank (ed.), Problems in Price Com 
trol: Stabilization Subsidies (Washington: Office of 
Temporary Controls, OPA, 1947), pp. 60 ff. 


19 Frank, op. cit., pp. 55-76. 
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output. While data regarding the 
amount of excess profits tax liability 
eliminated through this exemption are 
not available, it is known that the 
bonus payments for nonferrous metals 
were fairly substantial. They were 
estimated to have aggregated $250 mil- 
lion for the period February 1, 1942 to 
December 31, 1945.°° Around V-E 
Day the proportions of total production 
thus subsidized were roughly 1/5 for 
copper, 1/4 for lead, and 1/2 for zinc. 

Potentially this type of tax exemp- 
tion may also be of considerable im- 
portance during the present defense 
period, but as yet this form of subsidy 
has not been utilized. 

The government is now offering di- 
rect financial assistance to mineral pro- 
ducers in connection with exploration 
and development activities. Because of 
the methods used for these programs, 
however, there is some doubt as to the 
part of these payments which would be 
covered by the special tax exemption 
for incentive payments. 

The government, through the De- 
fense Minerals Administration, now 
provides direct financial assistance to 
prospectors to facilitate search for 
new ores of critical and strategic min- 
erals.** From 50 to 90 per cent of all 
direct costs of approved exploration 
projects are met by government funds 
on a matching principle. The pros- 
pector’s share of expenses may be in the 
form of his labor at reasonable rates, 
rental of equipment owned by him, and 
similar contributions in kind as well as 
cash. If as a result of the exploration 
a profitable operation is established, the 


20 Ibid., p. 62. 


*1 See, U. S$. Department of the Interior, ‘ Mineral 
Exploration Program Regulations Issued by DMA,” 
information service release, April 11, 1951. 


government’s contribution, without in- 
terest, is repayable from the net returns 
from ore or metal produced. Since the 
government in these instances is merely 
bearing a part of costs, or losses on un- 
successful ventures, the payments could 
hardly be construed to comprise tax- 
able net income and there would seem 
to be no need for special tax exemption. 


The Defense Minerals Administration 
also provides important direct financial 
support through guaranteed price con- 
tracts to foster the opening of new 
mines and the reactivation of closed or 
abandoned workings. These ventures 
differ from exploration in that a min- 
eral body is known to exist and shows 
promise of profitable operation under 
favorable circumstances. Commonly 
these projects require substantial capital 
investment for further development of 
the deposit and for plant and equip- 
ment. But because of the quality of 
the ore or its location, costs per unit of 
mineral product are relatively high, 
and recoupment of the investment will 
involve a comparatively long pay-out 
period at relatively high product prices. 
The government assists the mining 
firms by granting favorable procure- 
ment contracts which guarantee a satis- 
factory price for the mine output for a 
number of years. These contracts, 
which are made on a project-by-pro- 
ject basis, often also contain so-called 
“bail-out ” provisions, under which 
the government insures the operator 
and investors against financial loss in 
the event the contract is terminated 
before the end of the pay-out period. 
Thus, by assuring favorable operating 
conditions and guarantees against loss 
the government now offers important 
direct encouragement to undertake new 
or expansion projects. The amount of 
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government funds to be allocated to 
this program is estimated by the De- 
fense Minerals Administration at ap- 
proximately $3 billion for the fiscal 
years 1951 and 1952. 


Whether, and to what extent, gov- 
ernment payments made in connection 
with these development projects are ex- 
empt from excess profits and income 
taxes is uncertain. This type of ar- 
rangement is regarded by some as 
merely part of the government’s ma- 
terials procurement program and as 
being beyond the compass of exempt 
bonus payments. It is notable that, 
whereas the World War II exemption 
of bonus income was limited to net in- 
come attributable to output in excess of 
a quota, the broad language of the 1950 
act places no limit on exemption of 
government payments to encourage de- 
velopment and mining, and it might 
seem unreasonable to have so wide an 
exemption as the full contract price. 
On the other hand, clearly one pur- 
pose of the guaranteed-price contracts 
is to induce developments and mining 
which would not otherwise be under- 
taken. Government payment of guar- 
anteed high prices for new or additional 
output is rather analogous to premium 
pricing of World War II. Undoubtedly 
there will have to be clarification of the 
scope of this exemption through regu- 
lations, litigation, and/or amendment 
of the law, in order to mesh the present 
general language of the tax provision 
with the particular type of aid program 
being used. 


Partial Exemption for 
Increased Out put 


The Excess Profits Tax Act of 1950 
continues the type of relief developed 
during World War II with respect to 
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increased output from certain mining, 
natural gas, and timber properties. A 
portion of current income from these 
properties is exempt from excess profits 
tax. For most minerals this portion js 
determined by multiplying the average 
unit profit during the normal period, 
1946 to June 30, 1950, by a specified 
proportion of the current production 
which is in excess of the average output 
of the normal period. In the case of 
coal and metal mines, timber, and na- 
tural gas properties, one-half of the net 
income from output in excess of normal 
output is exempt. 

This type of relief was first developed 
in recognition of the character of de- 
pletable assets.** Taxation of income 
from exhaustible resources at high ex- 
cess profits tax rates may in some in- 
stances not only be inequitable, but 
may also interfere with maximum out- 
put of currently needed materials. For 
users of depletable assets, high emer- 
gency period profits may in part result 
from stepped up production which ex- 
hausts available reserves earlier than un- 
der normal conditions. For the same 
aggregate output over a period of years, 
excess profits tax liability will be greater 
if output is concentrated in a few years 
than if production were spread more 
evenly over the full period. This 
would occur even under a permanent 
tax since the aggregate excess profits tax 
credit during the period depends upon 
the number of years in which income 
is derived.** If the tax is imposed only 
temporarily, any concentration of pro- 
duction in the emergency-tax period, 


22 House, Committee on Ways and Means, Revenut 
Bill of 1942, op. cit., p. 27. 


23 The dependence of aggregate excess profits tax 
credit upon the years of actual production may t 
some extent be mitigated by the provision for carry 
back of unused excess profits credits. 
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would, of course, aggravate excess 
profits tax liability. Then the tax 
weakens incentive to produce currently 
rather than in the future. The prob- 
lem raised by bunching of income into 
a shorter period is less acute for indus- 
tries that do not have depletable re- 
sources, since increases in their current 
output need not reduce future produc- 
tion. 

To meet this problem, spokesmen for 
the mining industry in 1941 advanced 
the rather extreme proposal that all in- 
come resulting from increase in rate of 
extraction of a mineral deposit be ex- 
cluded from excess profits taxation.™ 
They suggested that mining companies 
be granted the option of a third method 
of computing their excess profits credit. 
Under this method the credit would be 
determined by multiplying the current 
year’s output by the normal per-unit 
profit of the base period. Hence a min- 
ing company would not be subject to 
excess profits tax on increased earnings, 
no matter how large, except to the ex- 
tent they resulted from a widening of 
the per-unit profit margin. 

The Congress believed, however, that 
relief for income arising from acceler- 
ated output should be restricted to 
companies with limited reserves which 
would be substantially or fully ex- 
hausted in a relatively short period of 
time.” The apparent basis for this 


24 See Senate, Committee on Finance, Revenue Act 
of 1941, hearings, 77th Cong., Ist sess., p. 876; ibid., 
Revenue Act of 1942, 77th Cong., 2d sess., pp. 
973 ff. 


25 Senate, Committee on Finance, Revenue Bill 
of 1942, Report, 77th Cong., 2d sess. p. 38 ff. 
Special relief for wasting asset industries under 
British excess profits tax levies has also been gradu- 
ated according to the rate of exhaustion of natural 
deposits. See Hicks, Hicks, and Rostas, The Taxa- 
tion of War Wealth (Oxford: Clarendon Press, 
1941), pp. 74, 95 ff., 109. 


view was that in these cases larger 
amounts of current income resulting 
from stepped up production would be 
an alternative to income that otherwise 
was fairly certain to be realized within 
a few years of normal production. But 
where reserves were adequate for many 
years, augmented current output in- 
volved only the sacrifice of much more 
uncertain production in the distant 
future. Because of the relatively large 
discount factors employed in the min- 
ing industries, the present value of in- 
come that may be expected to be real- 
ized twenty or more years hence is very 
slight. The producer who is now en- 
abled by the defense demands to obtain 
income that otherwise would not be 
realized for twenty years or so obtains 
substantial benefits; he, in effect, re- 
ceives currently all of the twenty years’ 
interest on his investment in reserves 
and immediately recoups his capital. In 
consequence, it was decided that excess 
profits tax relief for accelerated pro- 
duction from mineral deposits was to 
be graduated according to the rate at 
which remaining estimated reserves 
were being exhausted. The general re- 
lief procedure that was developed on 
this premise in 1942 is continued in the 
present law.”° 

General Rule for Nontaxable Income 
from Excess Output. All producers of 
metals, coal and nonmetallic minerals 
who have increased production from 
their properties are entitled to special 
excess profits tax relief, if their excess 
output (i.e., current production minus 
normal period production) is more than 
§ per cent of estimated mineral reserves. 
A special deduction is allowed in com- 
puting excess profits net income, and 


26 Internal Revenue Code, secs. 433 (a) (1) (I) and 
453. 
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the size of this deduction is graduated 
upward according to the rapidity with 
which the excess output is exhausting 
reserves. 

Specifically, the relief deduction is 
the product of (1) the normal profit 
per unit in the base period, (2) the 
excess output in the taxable year, and 
(3) a ratio of exemption for excess out- 
put. This ratio ranges through nine 
classes from 20 per cent, where excess 
output is § to 10 per cent of estimated 
reserves, to 100 per cent, where excess 
output exceeds 50 per cent of estimated 
reserves. 


Thus the type of relief desired by 
the mining spokesmen in 1941 is made 
available for properties on which excess 
output is rapidly depleting estimated 
reserves. At the other extreme, proper- 
ties on which increment in output over 
the normal period is less than one- 
twentieth of reserves are not eligible for 
this special relief. As an incentive de- 
vice to encourage stepped up produc- 
tion, graduated relief of this type ap- 
pears more effective than a flat rate 
exemption. Administration is made 
more difficult, however, since estimated 
reserves must be carefully determined.” 


Coal and Metal Mines. Producers of 
coal and metals are entitled to relief 
under the above general rule for ex- 
empt excess output, or they may elect 
an alternative method of computing 
this type of special deduction. Under 
the alternative method, the nontaxable 
income from excess output is equal to 
the excess output of the property multi- 
plied by one-half of the current unit 


27 Perhaps this form of relief also reinforces al- 
leged property tax pressures on mine operators to 
underestimate available reserves. Understating re- 
serves might tend both to minimize property tax as- 
sessment and to maximize excess profits tax relief. 
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net income from the property. This 
alternative provision stems from treat. 
ment first accorded coal and iron jg 
1942. 

It was apparent in 1942 that the gen. 
eral rule for exempt excess output 
would be of little benefit to coal pro. 
ducers. Defense needs were evoking 
large increases in output, but reserves 
of the industry as a whole, and of most 
producers, were so large that their needs 
could be met without substantially 
shortening the mines’ expected com. 
mercial lives. None the less, their 
mineral assets were ultimately exhausti- 
ble, and spokesmen for the industry felt 
that they deserved some special relief.* 
It was also pointed out that so-called 
normal production had been very low, 
and for many of the years since World 
War I the coal industry had operated at 
a net deficit. Defense demands were 
currently enabling many companies to 
recoup past losses, restore plants, and 
increase their productive capacities, but 
the ability of the industry fully to 
achieve these objectives would be ham- 
pered unless excess profits tax relief for 
additional production were accorded.” 

A somewhat similar case for iron was 
joined with that for coal, and the alter- 
native form of relief was first granted 
these two types of mines by the Reve- 
nue Act of 1942. This type of allow- 
ance seems to be more of an industry 
relief or incentive device than a 
recognition of rapidly depleting assets. 
In effect, half of the net income from 
excess output is excluded from excess 


28 Testimony of David Roberts, Jr., Senate, Com- 


mittee on Finance, Revenue Act of 1942, Hearings, 
77th Cong., 2d sess., p. 2361. 


29 Open letter by J. D. Battle, Executive Secre- 
tary, National Coal Association, September 18, 1942; 
cf., Senate, Committee on Finance, The Revenue Bill 
of 1942, Report, op. cit., p. 538. 








Vou, JV) 
This 


n treat. 
iron in 


he gen. 
output 
al pro. 
-voking 
reserves 
>f most 
ir needs 
antially 
1 com. 
, their 
hausti- 
try felt 
relief® 
»- called 
‘y low, 
World 
ated at 
s were 
nies to 
s, and 
es, but 
lly to 
- ham- 
ief for 
ded.” 
yn was 
alter- 
ranted 
Reve- 
allow- 
lustry 
an a 
assets. 
from 
excess 


, Com- 


earings, 


Secre- 
, 1942; 
ue Bill 








No. 4] 


profits tax. The exemption thus in- 
creases not only with accelerated out- 
put but also with rising prices or widen- 
ing profit margins. Such an effect 
gems difficult to reconcile with the 
principle of taxing profits in excess of 
stated norms. 

This alternative form of special relief 
for coal and iron was continued by the 
Congress in formulating the 1950 act, 
apparently without misgivings as to its 
current appropriateness, and its scope 
was broadened to cover all metal mines. 


«Natural Gas. In 1943 spokesmen for 
the natural gas industry asked the Con- 
gress to grant their industry excess 
profits tax relief- for increased output, 
without relation to recoverable re- 
srves.°° The gas industry asked, more- 
over, that this relief apply not only to 
income derived from increased with- 
drawals from reserves but also to profits 
on transportation, storage, and distribu- 
tion of the increased output. It was 
asserted that accelerated output due to 
the war effort not only hastened ex- 
haustion of existing gas reserves, but 
also shortened the useful lives of exten- 
sive pipeline facilities. Their pipelines 
were said to be dependent upon con- 
tinued supply from existing connected 
reserves. While depletion and depre- 
ciation deductions were allowed for re- 
coupment of investments in computing 
both excess profits and income taxes, 
these allowances were said to be inade- 
quate for the growing needs of the 
industry. Larger financial resources 
were required to enable discovery of ad- 
ditional reserves and rearrangement 
and extension of transportation systems. 
To meet these needs it was requested 


80 House, Committee on Ways and Means, Revenue 
Revision of 1943, Hearings, 78th Cong., Ist sess., 
Pp. 717-741, 
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that earnings from increased volume of 
business in all phases be partially ex- 
empt from excess profits tax. Thus 
relief was requested for the entire in- 
dustry, including both utility and non- 
utility companies, and applying equally 
to gas purchased or produced. 

This proposal for broad excess profits 
tax exemption was opposed by the 
Treasury.** For many natural gas com- 
panies it did not appear that accelerated 
depletion of existing connected reserves 
would appreciably shorten the life of 
much of the pipeline facilities. These 
transportation systems generally consist 
of one or more main trunk lines which 
extend long distances, plus numerous 
short tributaries extending into particu- 
lar supply areas. As existing wells are 
depleted, the companies normally and 
routinely rearrange their tributaries to 
new sources of supply within the same 
general region. In most of the prin- 
cipal producing areas the known gas 
reserves were large, and apparently ade- 
quate to meet demands for several 
decades.** Generally accelerated deple- 
tion of connected reserves had merely 
resulted in speeding the normal rear- 
rangement of tributary facilities, with- 
out significant and rapid loss in value of 
trunk lines and distributional facilities. 
In particular, companies which pur- 
chased gas and engaged solely, or 
mainly, in transportation and distribu- 
tion seemed to have little claim for 
special tax relief. Their facilities would 
be of use as long as they could buy 
from various producers and well oper- 
ators. Also, companies whose activities 


31 Senate, Committee on Finance, Revenue Act of 
1943, Hearings, 78th Cong., Ist sess., pp. 68 ff. 


32 Cf., estimates of Bureau of Mines and Geologi- 
cal Survey, Senate, Subcommittee of Committee on 
Public Lands, Investigation of National Resources, 
op. cit., pp. 269 ff. 
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were primarily in transportation, in- 
vested little if any funds in exploration 
effort and incurred less risk than pro- 
ducers who endeavored to discover and 
develop new reserves. 

The provision of the Revenue Act of 
1943 which first accorded natural gas 
companies partial exemption (excess 
output for current year multiplied by 
one-half of current, unit net income) 
was a compromise measure. The Sen- 
ate had sought to grant such relief only 
for profits on withdrawal of gas from 
the taxpayers’ properties and not for 
profits on storage, transportation, or 
distribution. However, the measure 
enacted, while restricting relief to com- 
panies operating natural gas properties 
in the base period, extended relief to 
these companies for profits on storage 
and transportation as well as with- 
drawal.** Under the Excess Profits Tax 
Act of 1950, this provision was re- 
enacted. 

The broad relief for natural gas com- 
panies indicates the ramifications to 
which the rationale for exempting de- 
pletable resources may be pressed. In 
perspective, the grant of this relief sug- 
gests that Congress is of the following 
persuasion: (a) that, from the stand- 
point of equity, heavier taxation of cur- 
rent production than of alternative fu- 
ture production is unfair, no matter 
how remote and uncertain the future 
production may be; or (b) that, from 
an incentive standpoint, increased out- 
put of natural gas is more important to 
the defense effort than is the product of 
any economic activity which is fully 
subject to excess profits tax; and (c) 
that the rate of production of gas will 

33 Conference Committee Report, Revenue Act of 


1943, House Report No. 1079, 79th Cong., 2d sess., 
p. 60. 
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be adversely affected by heavy profits 
taxation, even if reserves are large and 
even if the tax is imposed on profits not 
only from extraction but also from ver. 
tically integrated activities. 


Partial Exemption for New, 
Reactivated and Formerly 
Submarginal Properties 


During World War II special relief 
had been provided for coal and iron 
mines and timber properties which had 
not been in operation during the base 
period.** This relief was an extension 
of the alternative excess output exemp; 
tion previously granted these industries 
for accelerating output from operating 
properties.** The special deduction for 
new or reactivated properties was deter- 
mined as one-sixth of the total net in- 
come for the current year, computed 


after the allowance for depletion. 

In the formulation of the 1950 act, 
the Senate Finance Committee desired 
to enhance the incentive effects of this 
type of exemption for the opening up 
of new properties.°° The exemption 
rate was doubled, from 1/6 to 1/3 of 
total net income. The coverage of the 
exemption was extended from coal, iron, 
and timber to include also natural gas 
properties and metal mines which had 


34 Revenue Act of 1943, sec. 208. 


35 See Senate, Committee on Finance, The Revenue 
Bill of 1943, Report, 78th Cong., Ist sess. p. 75. 
For a new mine or timber property a counterpaft 
of the general rule for excess-output relief had been 
provided by the Revenue Act of 1942, sec. 222, im 
connection with arrangements for relief under set 
722, through a constructive average base-period in- 
come. An extractive firm which was entitled to 4 
constructive earnings credit was also to have con 
structive “normal output” and “normal unit 
profit” for purposes of determining excess-output 
relief. 


36 Senate, Committee on Finance, Excess Profits 
Tax Act of 1950, Report, op. cit., p. 33. 
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not been in operation in the base period. 
In addition, the same relief was ex- 
tended to metal mines which had oper- 
ated during the base period but which 
had incurred an aggregate net loss dur- 
ing that period. 

Wherever the taxpayer has an excess 
profits credit adequate to offset 2/3 of 
the net income from these relief-eligible 
properties, the effect of the special ex- 
emption is to eliminate excess profits 
tax entirely. 

The dominance of the incentive aim 
over the aim of taxing defense profits is 
especially clear in the case of the prop- 
erties which incurred losses in the period 
1946-1949. Operators of these proper- 
ties are entitled to the general, liberal 
excess profits tax provision for credits, 
as well as the special allowances for new 
ventures, growth, or depressed condi- 
tions in the base period. If, after these 
adjustments, the formerly submar- 
ginal properties now yield substantial 
amounts of income which would be 
subject to excess profits tax, there is a 
presumption that the operators are de- 
riving large benefits from the defense 
effort. Yet the Congress has regarded 
mineral needs as so acute that additional 
exemptions from excess profits tax are 
deemed justified for those operators. 

The desirability of discovery and de- 
velopment of new mineral deposits 
seems beyond doubt, but a question 
may be raised regarding the merit of a 
differential subsidy for production from 
new as against existing operations. 
Typically the significant mineral pro- 
ducing companies operate a number of 
properties, and continuing effort is 
made to find new reserves as old ones 
are depleted. In emergency periods of 
defense production, total output of 
most mining companies has been limited 
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not so much by reserves, as by the scar- 
city of labor, equipment, and supplies. 
Where prices for the same product are 
set differently for different sources of 
supply, there is a strong inducement 
to concentrate production where the 
higher price is paid. This tendency to 
operate high-cost and low-quota mines 
and to neglect temporarily more pro- 
ductive but high-quota mines was ob- 
served in connection with premium 
price programs during World War 
11,7 and the tendency was probably 
strengthened by the tax exemption of 
the bonus payments. Similarly, under 
the present tax exemption scheme, there 
may be pressure for a firm subject to 
excess profits tax to concentrate pro- 
duction among new and formerly sub- 
marginal properties. The firm might 
thus maximize its income after taxes 
even though the mineral product de- 
rived by the available amount of labor 
and supplies would be substantially less 
than that obtainable from more pro- 
ductive properties. 


Special Treatment of Timber 


Under the 1950 excess profits tax, the 
special relief provided for timber pro- 
ducers paralleled in general that for 
mine operators. This includes exemp- 
tion of half the net income from excess 
output for properties operated in the 
normal period, exemption of one-third 
of net income from a timber block not 
in operation in the normal period, and 
a latent exemption of government 
bonus payments, which would be effec- 
tive if bonuses were paid on account of 
production in excess of a specified 
quota. Broadly these were the same 
types of special excess profits tax relief 


37 Frank, op. cit., p. 61. 
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for timber as had been enacted during 
World War II. 

These specific relief measures appear 
to be of little practical importance to 
timber extractors, since at their option 
the major part of their income from 
timber assets is completely exempt from 
excess profits tax as capital gains. Un- 
der section 117(k) of the Internal 
Revenue Code, a taxpayer who cuts his 
own timber, or who sells timber under 
a cutting contract, may elect to treat 
the transaction as a sale or exchange of 
a capital asset. If the asset has been 
held for six months or more, the gain 
from sale is taxable under the present 
individual and corporate income taxes 
at a maximum effective rate of 25 per 
cent. Moreover, all capital gains and 
losses have been excluded from income 
subject to excess profits tax on the 
grounds that these are sporadic in char- 
acter.** The combined effect of these 
tax provisions may be to exclude from 
excess profits taxation even the regular 
annual income derived from cutting 
timber. 

The option to elect capital gains 
treatment was first accorded timber ex- 
tractors in 1943, upon the plea of in- 
dustry spokesmen that the existing 
heavy war taxation of timber was both 
inequitable and also a deterrent to 
maximum production.*® There had 
been sharp wartime increases in tax 
rates on ordinary income without com- 
mensurate increases in the tax on capital 
gains. It was argued that most in- 
come of timber producers represented 


38 Internal Revenue Code, sec. 433(c); see also 
Senate, Committee on Finance, Excess Profits Tax 
Act of 1959, Report, op. cit., p. 12. 


39 Revenue Act of 1943, sec. 127. See House, 
Committee on Ways and Means, Revenue Revision of 
1943, Hearings, pp. 795-844; Senate, Committee on 
Finance, Revenue Act of 1943, Hearings, pp. 660- 
690. 
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gains accrued over many years and tha 
it was unfair to tax these gains at the 
full rates effective in the year of realiza. 
tion. Existing tax treatment was said 
to be discriminatory since a taxpayer 
who sold his standing timber before 
cutting was entitled to capital gains 
treatment, but an owner who cut his 
own timber was fully taxed on the pro. 
ceeds as ordinary income. This tax 
situation was alleged to be forcing 
transfers of timber properties which 
had no commercial purpose. It was 
also pointed out that timber had never 
been granted the tax benefits of per. 
centage depletion which were enjoyed 
by other natural resource industries, 
The specific excess profits tax relief for 
excess output was regarded by industry 
spokesmen as inadequate to overcome 
the wartime tax deterrents to all-out 
production. The Congress agreed that 
the existing income and excess profits 
treatment seriously handicapped timber 
owners *? and section 117(k) was 
added to the tax law to remedy the 
situation. 


Taxpayers who are realizing income 
from timber assets are thus, at their op- 
tion, free of ordinary income tax rates. 
Typically these are the rates which are 
raised to meet emergency revenue needs, 
These taxpayers are also practically im- 
mune from excess profits tax, even if 
appreciation in the value of their tim- 
ber assets can be shown to have oc- 
curred largely or wholly in the period 
in which the tax has been applicable.* 


40 Senate, Committee on Finance, The Revenue Bill 
of 1943, Report, 78th Cong., Ist sess., p. 25. 


41 Excess profits tax exemption of capital gains 
generally poses a similar problem. What are regarded 
as abnormal earnings of a taxpayer arise because of 
the economically strategic position which a set of 
assets and business organization occupy in the de 
fense economy. Scarcities of particular types of as 


sets combined with large defense demands may enable 
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This method of equalizing tax treat- 
ment among timber producers and 
between timber and other natural 
resources may have created more prob- 
lems than it solved. Taxpayers in other 
industries may feel that their annual 
income does not differ essentially from 
income realized from timber, and they 
may feel that they, too, should not be 
taxed at ordinary rates—for example, 
income realized from the sale of sea- 
soned wines or liquor, or current re- 
ceipts that are attributable to patents, 
formulas, processes, or good will, which 
were developed over many past years. 
There are many instances in which the 
owner of an asset has the alternative of 
sale to realize immediately the capital- 
ized value of anticipated future income 
rather than await the annual income 
himself. In other natural-resource in- 
dustries some taxpayers have come to 
feel that the treatment accorded timber 
is more advantageous than the benefit 
they have derived from percentage de- 
pletion, and they have sought to have 
their income, for example, from in-oil 
or in-gas payment rights,** or coal 
royalties,** taxed only at the capital 
gains rate. 





these assets to yield spectacular quasi-rents. If the 
firm owning these assets operates them and realizes 
the quasi-rents year-by-year, it will be subject to 
excess profits tax. If the firm sells the assets at a 
value which capitalizes the abnormal defense period 
quasi-rents, the gain is now ignored for excess profits 
tax purposes. 


42 See Senate, Committee on Finance, The Revenue 
Act of 1950, Report, 81st Cong., 2d sess., p. 66. 
The provision adopted by the Senate to give capital 
gains treatment for assignment of oil and gas rights 
was eliminated by the Conference Committee. 


43 See House, Committee on Ways and Means, 
Revenue Act of 1951, Report, 82d Cong., Ist sess., 
Pp. 117, for discussion of amendment to sec. 117(k) 
which would extend to coal royalties the treatment 
now accorded timber. 
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Relief Under Regular Income 
Tax Provisions 


In a survey of special excess profits 
tax relief for the extractive industries, 
the absence of provisions for the oil in- 
dustry seems curious. The apparent 
answer is that recent excess profits taxes 
have not been so burdensome on the oil 
industry as to require further relief and 
incentive measures. The general struc- 
ture of the excess profits tax in com- 
bination with concessions provided by 
the regular income tax laws have re- 
sulted in comparatively little excess 
profits tax liability for this industry. 
These concessions have been in the form 
of special allowances for depletion and 
the privilege of currently expensing cer- 
tain drilling costs. 

Similar, but generally less liberal, al- 
lowances are provided under the regular 
tax laws for most other minerals, and 
it appears that these allowances are sig- 
nificant factors in limiting excess profits 
tax burdens also in these respective in- 
dustries. In the United States such spe- 
cial allowances have not been explicitly 
regarded as excess profits tax relief, but 
as an integral part of the regular in- 
come tax.** 


These allowances are provided as al- 
ternatives to more common tax deduc- 
tions which, for the most part, relate to 
actual historical costs and which are 
determined in accordance with gener- 
ally accepted accounting principles. 
Since the early days of the modern in- 
come tax* mineral industries, like 


44In contrast, under British tax law no depletion 
allowances were allowed for regular income tax, but 
special allowances for rapid use of wasting assets have 
been granted as specific relief from excess profits tax. 
See Hicks, Hicks, and Rostas, op. cit., pp. 96 ff. 


45 Cf., Revenue Act of 1916, secs. §(a) and 12(a). 
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other types of business enterprises have 
been allowed various complementary 
deductions designed to enable tax-free 
recovery of all costs incurred in pro- 
ducing income.” 

The special income tax allowances in 
excess of costs for oil and other minerals 
were originally the product of wartime 
forces similar to those which created 
special excess profits tax relief. Dur- 
ing World War I Congress was con- 
cerned with the effects of the then 
unprecedented tax rates on the mineral 
industries. It was believed unfair and 
discouraging to mineral discoverers to 
tax at the full wartime rates the re- 
wards of perhaps years of search.** To 
provide relief and to stimulate discov- 
ery, both the individual surtax and the 
corporation excess profits tax were 
limited to 20 per cent on gain from the 
sale of a mine or well discovered by the 
taxpayer,*® and discovery depletion was 


46 For example, costs of prospecting and explo- 
ration are deductible as current expense where not 
related to a specific mineral property. Where they 
are attributable to a particular property, these out- 
lays are capitalized and fully recoverable from in- 
come through subsequent deductions for cost de- 
pletion or as losses on abandonment. For most 
types of minerals costs of developing a property are 
currently deductible to the extent there are receipts 
from output during the development stage. The 
excess of development costs over current receipts is 
charged to a capital asset account and may be re- 
couped from later income through cost depletion. 
Thus on a successful mining property, the amounts 
of all exploration and development costs not de- 
ducted when incurred, may be recovered tax-free 
from the proceeds of production. If the property 
proves unsuccessful and is abandoned any of these 
costs yet unrecovered are deductible as losses. 

Full tax benefit from these provisions depends, 
as in any business, upon adequate income to absorb 
the tax deductions. 


47 Senate, Committee on Finance, Revenue Bill of 
1918, Report, 65th Cong., 3d sess., p. 6. 


48 Revenue Act of 1918, secs. 211(b) and 337. 
The individual surtax limitation has remained in the 
law, although the limit is now 30 per cent and 
pertains only to sale of oil and gas properties. In- 
ternal Revenue Code, sec. 105. 
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granted for mines and wells.*® The 
discoverer and exploiter of a mineral 
deposit in an unproven tract was al. 
lowed not merely tax-free recoupment 
of his capital costs but deductions equal 
to the appreciated value of the deposit 
as of the time its profitability was ¢e. 
tablished. The difference in a single 
instance was that between costs of 
$250,000 and discovery depletion of 
approximately $39 million.®? One oil 
company through discovery depletion 
enjoyed tax savings of $6.9 million in 
1918 and of $2.3 million in 1919.5 
The special depletion allowances were 
retained in the tax law after World 
War I, although over the years the 
method of computing most of them has 
been changed from discovery depletion 
to percentage depletion.” The tax ad- 
vantage enjoyed under discovery deple- 
tion had varied considerably from 
industry to industry.°* Percentage 


49 Tbid., secs. 214(a) (10) and 234(a) (9). 


50 Senate, Select Committee on Investigation of 
the Bureau of Internal Revenue, Partial Report, 69th 
Cong., Ist sess. (1926), p. 68. 


51 Jbid., p. 88. 


52 Percentage depletion is computed as the lesser 
of (a) a specified rate of gross income from a min- 
eral property, or (b) 50 per cent of net income 
(before depletion) from the property. The fol 
lowing percentages of gross income are allowed 
different minerals under present law: oil and gas, 
27% per cent; sulphur, 23 per cent; metals, 1S 
per cent; coal, § per cent; nonmetallics—bauxite, 
fluorspar, flake graphite, vermiculite, beryl, feldspar, 
mica, talc, lepidolite, spodumene, barite, ball, sagger 
and china clay, phosphate rock, rock asphalt, trona, 
bentonite, gilsonite, thenardite, and potash—15 pet 
cent. In any event the taxpayer is entitled to de 
duct cost depletion (i.e., amounts required to amor- 
tize original investment in the property), if it is 
more advantageous to him than percentage deple- 
tion. 


53 See Senate, Select Committee on Investigation 
of the Bureau of Internal Revenue, op. cit., for @ 
discussion of differences in the industries which ac- 
counted for wide variations in the amounts of dis- 
covery depletion allowed. 
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depletion rates on gross income for oil, 
gas, sulphur, and metals were set by 
Congress at levels designed to permit 
the respective industries approximately 
the same aggregate annual deductions 
which they had enjoyed under discov- 
ery depletion.** Coal and most non- 
metallics derived negligible benefits 
from discovery depletion, and percent- 
age depletion rates for them were se- 
lected to provide tax relief and tax 
incentives which seemed to the Congress 
appropriate as compared to rates set for 
oil, sulphur, and metals.°° 


During World War II the Treasury 
recommended that, in the interest of 
equity to other taxpayers and to help 
meet revenue needs, percentage deple- 
tion deductions be curtailed.** Con- 
gress not only rejected the recom- 
mendation but temporarily extended 
this type of relief or incentive to several 
nonmetallics which until then had not 
received it.°’ Following the war these 
provisions were continued and also fur- 
ther extended to additional nonmetal- 
lics.°§ The Congress has shown little 
sympathy for recent expressions of the 
Treasury view that existing percentage 


54 Senate, Committee on Finance, Revenue Act of 
1926, Hearings, pp. 202 ff.; Joint Committee on 
Internal Revenue Taxation, Preliminary Report on 
Depletion (1929), p. 14; House, Committee on 
Ways and Means, Revenue Revision of 1942, Hear- 
ings, p. 1016. 


55 House, Committee on Ways and Means, Rev- 
enue Revision, 1932, Hearings, 72d Cong., Ist sess., 
pp. 342-347; Revenue Bill of 1932, Report, Amend- 
ment 54; Percentage Depletion, Hearings, 80th Cong., 
Ist sess. (1947), passim. 


56 House, Committee on Ways and Means, Rev- 
enue Revision of 1942, Hearings, 77th Cong., 2d 
sess., pp. 8 ff., 84. 


57 Revenue Act of 1942, sec. 117; Revenue Act 
of 1943, sec. 124. 


58 Termination of Tax Provisions Prior to End 
of World War II, 61. U. S. Statutes 917, c. 515 sec. 
1§(d). 
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depletion allowances are excessive.™ 
On the contrary, respective industry 
spokesmen appear to have successfully 
advocated doubling of the percentage 
depletion rate on gross income for coal 
and extension of percentage depletion 
provisions to a number of heretofore 
excluded nonmetallics.° In each case 
it has been argued that the industry’s 
product is important to the defense 
effort and that the tax relief and in- 
centives offered through percentage de- 
pletion are needed to encourage and 
facilitate finding and developing new 
reserves.”" 

At present percentage depletion de- 
ductions typically far exceed amounts 
required to amortize unrecovered costs. 
The excess of percentage depletion over 
cost depletion operates as a partial ex- 
emption of income from tax. In effect, 
after income from mineral properties is 
reduced by all operating costs, deprecia- 
tion, cost depletion, and losses on 
abandonment, the net income is fur- 
ther reduced for tax purposes by excess 
percentage depletion. Treasury studies 
indicate that the average proportions of 
such net income thus excluded from tax 
in respective industries have in recent 


59 See, for example, House, Committee on Ways 
and Means, Revenue Revision of 1950, Hearings, 
8ist Cong., 2d sess., pp. 17 ff., 177-219; Revenue 
Revision of 1951, Hearings, 82d Cong., Ist sess., 
pp. 12 ff. 


60 H.R. 4473, 82d Cong., Ist sess., as it passed 
the House, makes new grants of percentage deple- 
tion at the rate of 15 per cent of gross income for 
borax, fuller’s earth, tripoli, refractory and fire 
clay, quartzite, perlite, diatomaceous earth, metal- 
lurgical and chemical grade limestone; and at the 
rate of 5 per cent of gross income for asbestos, sand, 
gravel, stone, brick and tile clay, shale, oyster shell, 
clam shell, and marble. Sec. 304. See also, House, 
Committee on Ways and Means, Revenue Act of 
1951, Report, 82d Cong., Ist sess., p. 114. 


61 House, Committee on Ways and Means, Rev- 
enue Revision of 1951, Hearings, op. cit., pp. 1537- 
1790. 
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years been approximately as follows: 
oil and gas, 40 per cent; sulphur and 
other nonmetallics, 33 per cent; metals 
and coal, 20 per cent.” 

Firms enjoying excess percentage de- 
pletion have an effective cushion against 
the impact of excess profits tax. Since 
percentage depletion is geared to income 
and is independent of actual investment 
costs, it rises with increases of income 
resulting from larger output or wider 
profit margins or both. 

Allowances of excess depletion are 
of particular advantage in combination 
with the invested capital credit for ex- 
cess profits tax. Unlike the base-period 
earnings which also reflect special de- 
pletion deductions comparable to those 
taken in the current year, the invested 
capital credit is computed at standard 
rates of return which do not take ac- 
count of this special tax treatment. 

The oil and gas industry also enjoys 
a current tax advantage through the 
option to expense certain capital costs. 
This tax treatment was first accorded 
through a 1917 administrative ruling, 
under which intangible drilling and de- 
velopment costs were allowed to be de- 
ducted currently as expense rather than 
being capitalized and subsequently re- 
couped through depletion deductions.™ 
In conjunction with cost depletion pro- 
visions, the privilege to expense de- 
velopment costs merely altered the 
timing of aggregate deductions for re- 
covery of costs. However, the carry- 
ing over of this ruling into periods 
when discovery and percentage deple- 
tion became effective permitted double 
deductions for the same investment, 


62 Cf., House, Committee on Ways and Means, 
Revenue Revision 1950, Hearings, p. 197. 


63 See U. S. Treasury Department, Regulations No. 
33 (Revised) Income Tax (Washington: Govern- 
ment Printing Office, 1918), Article 170, pp. 83-87. 
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since these latter deductions are unaf. 
fected by the extent to which basis of 
the depletable asset has already been 
amortized. Drilling and development 
costs can be deducted when incurred, 
thus reducing current tax liability, and 
full percentage depletion is available to 
reduce tax liabilities thereafter. 


This tax treatment offers strong in- 
ducement for oil and gas operators, or 
even investors from other industries, to 
invest funds in drilling and develop. 
ment activities, particularly in periods 
of high tax rates. In war and defens 
periods such development programs are 
likely to be conditioned, to some extent, 
by the availability of equipment and 
materials. But where such limitations 
permit, income otherwise subject to tax 
may be offset by current investments of 
this type, and both the income tax and 
excess profits tax are thus avoided. 


Comparative Impact of Excess 
Profits Tax 


During the World War II period the 
special forms of tax treatment appat- 
ently served to keep the impact of the 
excess profits tax on the extractive in- 
dustries comparatively light.®* In 1944, 
for example, only 18 per cent of total 
net income reported on tax returns by 
Mining and Quarrying corporations 
was subject to excess profits tax, 
whereas this ratio was two to three 
times as great for the other chief indus 
try classifications used for Statistics of 
Income, Part 2, such as Manufacturing, 
Public Utilities, Trade, etc. Within 
the broad Manufacturing classification, 


64 See “Exhibit 1. Corporation Income and Ex 
cess Profits Tax Liabilities, 1940-45,” accompanying 
the statement of Secretary Snyder, House, Committee 
on Ways and Means, Excess Profits Tax on Corpo 
rations, 1950, Hearings, 81st Cong., 2d sess., pp 
23-37. 
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the proportion of total net income sub- 
ject to excess profits tax averaged 54.8 
per cent for all groups, and ranged 
from a high of 72.6 per cent for manu- 
facturers of rubber products down to a 
low of 11.8 per cent for integrated oil 
producers who refine petroleum prod- 
ucts. 

The effective rate of total corpora- 
tion income and excess profits taxes on 
total reported net income also provides 
a general measure of impact. The top 
combined normal and surtax rate of 
the regular corporation income tax was 
40 per cent in the latter part of World 
War II. In the absence of excess profits 
tax the effective tax rate might be ex- 
pected to be some 3 or 4 percentage 
points below the statutory rate.® 
Among the chief industry classifications 
the average effective tax rates in 1944 


_ were as follows: Mining and Quarrying, 


42.§ per cent; Agriculture, Forestry, 
and Fisheries, 47.0 per cent; Service, 
§1.2 per cent; Construction, 51.2 per 
cent; Public Utilities, 55.8 per cent; 
Trade, 57.4 per cent; and Manufactur- 
ing, 61.3 per cent. 

Subdivisions of these broad classes in- 
dicate that in the oil and gas industry, 
including both crude producers and in- 
tegrated companies which are also re- 
finers, the average total effective tax 


65 The amount reported as net income on tax re- 
turns and for Statistics of Income is not precisely 
the tax base. Reported net income includes divi- 
dends received while approximately 85 per cent of 
these are eliminated through a credit before applying 
tax rates. Also totals of reported net income in- 
clude such items as partially exempt interest, capital 
gains, and income of small corporations, which were 
not subject to the top combined normal and surtax 
rate. For some corporations the net income re- 
ported for the year may also be reduced before tax 
by net operating loss carry-overs from other years. 
Each of these items tends to lower, the ratio of total 
tax to reported net income below the full statutory 
tax rate. 
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rate was 38.8 per cent. For the metal 
mining group, the average rate was 38.2 
per cent. Thus the average effect of 
the excess profits tax on these groups 
appears to have been minimal. The 
effective rate of total taxes for the 
forestry subgroup was 23.3 per cent, re- 
flecting predominance of the capital 
gains rate. © 

It is also notable that for minerals en- 
titled to excess percentage depletion, 
the proportion of net income subject 
to tax and the effective tax rate tend 
to be overstated. Reported taxable in- 
come in these cases is net not only of 
actual costs but also of excess depletion 
allowances, and these allowances may 
offset as much as half of net income 
computed according to general tax 
rules. In terms of net income com- 
puted without excess depletion, each of 
the types of contrasts in tax impact 
noted above would be widened as be- 
tween mineral extraction and other in- 
dustry classes. 

While under the excess profits tax 
law the same tax rates apply to extrac- 
tive industries as to others, the narrow- 
ing of the tax base through the several 
forms of special treatment serves to 
mitigate the over-all tax burden. Now, 
even more than during both world 
wars, Congress appears to feel that spe- 
cial tax relief to these industries is justi- 
fiable in the national interest. In this 
way it is hoped that deterrents to all- 
out production of natural resources are 
removed and that incentive to discover 
and develop new supplies may be pro- 
vided by the government. In conse- 


quence, the burden imposed on extrac- 
tive industries by the current excess 
profits tax, will probably be at least as 
light, relative to other industries, as in 
the past. 
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A CONSTANT-PURCHASING-POWER SAVINGS BOND 


RICHARD GOODE * 


ITH THE OUTBREAK of hostil- 

ities in Korea in June, 1950, the 
American economy entered a period of 
renewed inflationary pressures. The in- 
flation problem has been attacked by 
raising taxes, tightening credit, and im- 
posing direct controls on prices and 
wages. But the anti-inflation program 
has not included effective steps to 
stimulate buying and holding of U.S. 
savings bonds.’ Large net sales of these 
bonds would contribute to inflation 
control by helping hold spendable in- 
come of consumers in balance with 
available supplies of consumer goods 
(valued in stable prices). If savings 
bonds could be made attractive enough, 
they would freeze part of accumulated 
liquid balances, which now make stabil- 
ization more difficult. 

Although new sales of savings bonds 
have continued, they have not kept up 
with redemptions of outstanding bonds. 
In the period July, 1950, through 
June, 1951, redemptions exceeded 
total new sales by $996 million. If 
special sales to certain institutional in- 
vestors in excess of regular limitations 


* When this article was written the author was 
assistant professor of economics at the University of 
Chicago. He is indebted to Milton Friedman, T. W. 
Schultz, Charles C. Holt, and Benjamin Solomon— 
all of the University of Chicago—for reading an 
earlier draft and making helpful criticisms and sug- 
gestions. 


1 As I am correcting the proof of this article 
(September 10, 1951), a new savings-bond drive is 
just getting under way, but it is still too early to 
appraise the success of the campaign. 


are excluded, new sales under the regu. 
lar program fell short of redemptions 
by $1,925 million in the fiscal year 
ended June 30, 1951.7 On balance, 
the savings bond program contributed 
to private spending power during this 
critical period. 

The record of late 1950 and early 
1951 probably reflects in part the tem- 
porary influence of consumer buying 
in anticipation of shortages. But lag 
ging sales and rising redemptions may 
also indicate that the public is begin. 
ning to lose confidence in savings bonds 
because of the reduction in their real 
value produced by war and postwar in- 
flation. Such a loss of confidence will 
make large new sales of savings bonds 
of the conventional type increasingly 
difficult and will promote redemptions 
of outstanding bonds. 


A Proposal 


One possible way of inducing buying 
and holding of savings bonds is to issue 
one or more series of constant-purchas- 
ing-power securities. As argued below, 
a guarantee of the purchasing power of 
savings bonds would probably be con- 
siderably more effective than any mod- 
erate increase in interest rates on the 
bonds. A purchasing-power guarante 
may also be supported on equity 


2 Treasury Bulletin, August, 1951, pp. 27, 3% 
Unless otherwise indicated, all data on savings 
sales and redemptions used in this article are from 
this source. 
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grounds as a means of protecting bond- 
holders from the effects of rising prices. 
In the present discussion, however, I 
shall focus attention primarily on eco- 
nomic effects of the proposal and give 
only incidental attention to its equity 
implications. 

The proposal for a stabilized-pur- 
chasing-power bond has recently been 
advanced by Professor Sumner Slichter, 
and it has received some attention in the 
press.» The idea is not new. Alfred 
Marshall favored it in the 1880’s in his 
well-known suggestion of a “ tabular 
standard” to be used for long-term 
debts and other contracts.* J. M. 
Keynes, in his testimony before the 
Colwyn Committee in 1924, advocated 
a stable-purchasing-power government 
bond as a means of saving interest.° 
The suggestion was also advanced in 
the United States during World War 
IL.° 


3Sumner H. Slichter, “We Can Win the Eco- 
nomic ‘Cold War,’ Too,” New York Times Maga- 
zine, August 13, 1950, pp. 7, 22-26, and “ To Curb 
Inflation and Equalize Its Burden,” ibid., December 
17, 1950, pp. 42-43. See also: New York Times 
editorials of October 25, 1950, and November 18, 
1950; letters to editor, New York Times, October 
30, 1950 (Slichter), May 20, 1951 (Renzo Bianchi), 
May 27, 1951 (Slichter), June 3, 1951 (A. Wilfred 
May); R. C. Leffingwell, “‘ Our Fiscal and Banking 
Policy,” Barron’s, November 13, 1950, pp. 27-30; 
a series of columns by Robert P. Vanderpoel, Cdi- 
cago Sun-Times, March, 1951. 


4See his evidence before the Royal Commission 
on the Depression of Trade and Industry, 1886, and 
before the Royal Commission on the Value of Gold 
and Silver, 1887-1888 (reprinted in Official Papers 
by Alfred Marshall [London: Macmillan & Co., 
Ltd., 1926], pp. 9-12, 31); also “ Remedies for 
Fluctuations of General Prices,” The Contemporary 
Review, LI (January-June, 1887). 


5 Evidence presented to the Committee on National 
Debt and Taxation, Minutes of Evidence (London: 
H. M. Stationery Office, 1927), vol. I, pp. 278, 
286-87. 


8G. L. Bach and R. A. Musgrave, “ A Stable Pur- 
chasing Power Bond,” American Economic Review, 
XXXI (December, 1941), 823-35. 





Background of Proposal 


Since 1945 net increases in holdings 
of savings bonds have been relatively 
small owing to a drop in sales and a 
rise in redemptions (see Table 1). Not 
until the second half of 1950, how- 
ever, did redemptions exceed new sales 
of all series combined for any sustained 
period. Although the difference be- 
tween current sales and redemptions 
measures the effect of the program on 
private spending power, the relation be- 
tween new sales plus accrued discount 
and redemptions may be a better indi- 
cation of the public’s willingness to 
hold the bonds and hence of its con- 
fidence in them. By this standard there 
was net disinvestment in savings bonds 
in August and September, 1950, and in 
the first half of 1951." 

Series A-D savings bonds began to 
mature in March, 1945, and Series E, 
F, and G in May, 1951. Redemptions 
have been classified as matured or un- 
matured bonds only for the period be- 
ginning January, 1950, but it is clear 
that most of the bonds redeemed to date 
had not reached maturity. In the eigh- 
teen months ended June 30, 1951, ma- 
tured bonds accounted for only 16 per 


cent of total redemptions of Series A-E 
bonds. 


An increasing rate of redemption of 
unmatured savings bonds was to be ex- 
pected and does not necessarily indicate 
loss of confidence in the bonds. A 
large part of postwar redemptions un- 
doubtedly financed postponed buying 
of durable goods and residences and was 
quite consistent with the behavior 
urged in wartime bond-selling cam- 


paigns. 
TIf special sales of the months October-December, 


1950, are excluded, there was net disinvestment for 
the second half of 1950 as a whole. 
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The timing of redemptions, however, 
suggests that other influences were also 
at work. The postwar wave of re- 
demptions of Series E bonds, for ex- 
ample, resulted in net disinvestment in 
1946 in this type of security which is 
designed especially for small savers. 


| Vox, IV 


Redemptions continued to exceed sales 
in the second quarter of 1951, after the 
consumer stocking-up boom had largely 
subsided. The existence of this pattern 
suggests, although of course it does not 
prove, that the recent rise in redemp- 
tions in relation to sales of savings 


TABLE 1 


SALES AND RepEeMPpTIONS or U.S. Savincs Bonps: 
Aut Serres CoMBINED, 1935—JUNE, 1951 
































Redemptions as 
siasaiiee Sales plus Per Cent of: 
: Sales Accrued Redemptions * Bi 
Period Dissount Sales plus 
as Sales Accrued 
Discount 
1935-40 3,449 3,573 379 11 11 
1941 3,036 3,113 168 6 5 
1942 9,157 9,259 349 4 4 
1943 13,729 13,898 1,585 12 11 
1944 16,044 16,339 3,341 21 20 
1945 12,937 13,421 5,558 43 41 
1946 7,427 8,067 6,427 82 80 
1947 6,694 7,436 5,126 77 69 
1948 7,295 8,167 5,144 71 63 
1949 5,833 6,815 5,101 88 75 
1950 
Jan—June 3,049 3,587 2,869 O4 80 
July—Dec. 3,025” 3,590” 2,970 98 83 
1951 
Jan.—June 2,116 2,702 3,167 150 117 
Total 93,794 99,969 42,185 45 42 





* Includes sales price and accrued discount. 


»Includes sales of $929 million in October-December, 1950, resulting from special offering 
of Series F and G bonds to certain classes of institutional investors in excess of regular limi- 
tations. For details of offering, see Treasury Bulletin, September, 1950, p. A-1. 

Note: Details may not add to totals because of rounding. 
Source: Treasury Bulletin, February, 1949, p. 25; January, 1951, p. 26; August, 1951, p. 27. 


During the years 1947-1949 new sales 
of Series E bonds were below the 1946 
rate, but redemptions declined sharply, 
and net sales were positive in each of 
these years. Declining sales fell below 


rising redemptions in the post-Korean 
period of sharply rising prices and of 
public discussion of the outlook for 
large defense spending and inflation. 


bonds is partly attributable to uncer- 
tainty about the future purchasing 
power of the bonds. 

In view of the disillusioning experi- 
ence of most investors in savings bonds, 
it would be surprising if the securities 
had not lost some of their attractive- 
ness. In real terms the vast majority of 
bondholders have earned no _ interest 
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and instead have suffered a marked loss 
of principal. Table 2 shows indexes of 
the redemption value of a Series E sav- 
ings bond bought on December 15 of 
any of the years 1941 through 1949 on 
the same day of each successive year 
from 1942 to 1950. These redemp- 
tion values, including both original 
purchase price and accrued discount, 
are expressed in prices of the date of 
purchase as measured by the B.L.S. 
index of consumer prices. 


one essential feature is a partial or full 
guarantee of the purchasing power of 
principal and interest. The simplest 
type of security would be a discount 
bond redeemable at maturity for a sum 
of money equal in purchasing power to 
the face amount of the bond at the 
time of issue. It would also be possible 
to issue a coupon bond providing for 
annual or semiannual payments of in- 
terest, with or without adjustment of 
interest for changes in its purchasing 


TABLE 2 


INDEXES OF REDEMPTION VALUES OF SERIES E Bonps 1n Constant PRIcEs, 
DeceMBER 15, 1941-1950 * 








Date of Purchase, December 15: 








Index, 

December 15: 1941 1942 1943 1944 1945 1946 1947 1948 1949 
1941 1000 .... 

1942 924 1000 .... 

1943 96 974 100 .... 

1944 905 67 £42986 100 .... 

1945 007 964 977 «2984 1000 .... 

1946 "28 838 844 845 853 1000 .... 

1947 741 +788 #795 791 #793 4924 1000 .«... 

1948 756 786 793 790 8 912 981 1000 .... 
1949 309 844 832 829 828 952 1017 1030 1000 
1950 793 828 818 #797 4796 916 974 980 945 





*Computed by deflating redemption value of $100 Series E bond assumed to be bought on 


December 15 by B. L. S. consumer price index. 


Indexes for each bond are expressed in consumer 


prices of December 15 of year of purchase. Indexes of 100 are shown for year of purchase, 
although the earliest redemption date for a bond bought on December 15 is February 1 of the 


following year. 


Against this background, even the 
most vigorous campaign to bring about 
large increases in holdings of the pres- 
ent-type savings bonds seems likely to 
meet an apathetic response. Redemp- 
tions of outstanding bonds may con- 
tinue to finance current consumption 
and anticipatory buying. 


Features of Constant-Purchasing- 
Power Bond 


A constant-purchasing-power bond 
might take any of several forms. The 


power. Adjustments of periodic in- 
terest payments for changes in price 
levels, however, would be somewhat in- 
convenient and confusing. The most 
appropriate measure of purchasing 
power of money available for writing 
into the bond contract is the Bureau of 
Labor Statistics index of consumer 
prices. Although this index is intended 
only to measure prices paid by moder- 
ate-income families in large cities, it is 
already well known and would prob- 
ably be acceptable to other economic 
groups. 


ney aS 
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A maturity of at least ten years 
seems desirable for the special bond. In 
exchange for the purchasing-power 
guarantee the Treasury should be able 
to deny or restrict the privilege of re- 
demption before maturity. 

If the bonds were not redeemable be- 
fore maturity, they would have to be 
marketable or exchangeable for mar- 
ketable securities in order to permit 
holders to meet personal emergencies or 
to shift investments. Marketability al- 
most necessarily implies that no limi- 
tation could be placed on the amount 
of bonds held by one owner. It would 
nevertheless be advisable to make the 
bonds ineligible for bank holding or 
collateral. 

A marketable popular bond inevit- 
ably raises some problems. If interest 
rates rise, the price of the bond will fall. 
Holders who wish to dispose of their 
bonds before maturity may not under- 
stand the logic of a security that is sup- 
posed to protect them against rising 
prices but which sells at a discount be- 
cause interest rates have increased. 
Actually, of course, the price of the 
bonds would reflect both the value of 
the purchasing-power guarantee and 
“real” interest rates. The price of 
the constant-purchasing-power bonds 
would not be depressed by a rise in 
nominal interest rates that was due 
merely to the expectation of higher 
commodity prices. The price of the 
new-type bonds might remain stable or 
even increase despite rising nominal in- 
terest rates on loans and securities not 
backed by the purchasing-power guar- 
antee. 

One way of avoiding the problems 
of marketability would be to make the 
bonds redeemable on demand but with- 


[ Vox. IV 


out interest and without the purchas. 
ing-power guarantee if redeemed before 
maturity. The rationale of this ar. 
rangement would be that buyers of 
bonds who redeemed them before ma- 
turity would be as well off as holders of 
cash. Another possibility would be to 
pay a low rate of interest on securities 
redeemed before maturity but not to 
guarantee their purchasing power, 
This arrangement would put those who 
redeemed their bonds early in the same 
position as persons holding savings ac- 
counts. Denial of the purchasing. 
power guarantee on early redemptions 
would decrease the attractiveness of the 
bonds, if a rising price level is generally 
expected. Some discouragement to 
early redemption, however, seems ap- 
propriate. Even if redemption before 
maturity were penalized, the govern- 
ment would face a large contingent 
liability. But this contingent liability 
would be less troublesome than that 
represented by the present savings 
bonds. 

If the price level fell during the 
term of the bonds at a faster rate than 
discount accrued, the option of redeem- 
ing the bonds at the original purchase 
price would be more advantageous to 
holders than the stable-purchasing- 
power contract. Therefore an option 
permitting early redemption would 4l- 
low investors protection against rising 
prices without requiring them com- 
pletely to forgo the advantages of a 
fixed money claim. Unless the bonds 
were marketable, however, a redemp- 
tion option would be necessary. With 
the option the government’s liability 
for the principal sum would not be re- 
duced by a fall in the price level, but it 
would save interest. 
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Whatever type of security were is- 
sued, the government could include the 
option of relaxing restrictions on re- 
demptions. If a deflationary situation 
developed before maturity of the bonds, 
they could be made redeemable on de- 
mand with interest and with or with- 
out a purchasing-power guarantee. 
The obvious political risk involved in 
this feature, however, would offset in 
part the advantages of greater flexi- 
bility. 

Interest Rates 


Given the general expectation of 
rising commodity prices, underwriting 
the purchasing power of a bond is in 
some respects similar to offering a 
higher interest rate. An important 
difference is that the value of the pur- 
chasing-power guarantee to an individ- 
ual bondholder varies with his expec- 
tations as to the speed and extent of 
inflation. For those anticipating the 
greatest inflation, the guarantee is 
equivalent to a very high rate of in- 
terest. Among persons expecting in- 
flation, the constant-purchasing-power 
bond, therefore, will be most attractive 
to those who would be least motivated 
by any particular increase in the rate 
of interest on an ordinary bond. A 
more important difference is that with 
4 constant-purchasing-power bond the 
government bears the risk of inflation.® 


8 Charles C. Holt suggests that it might be better 
to say that the government relieves the bondholder 
of the risk of -inflation by simply renouncing the 
possibility of making a real gain from debt operations 
during an inflationary period. Similarly, buyers of 
true bonds (securities without a money redemption 
floor) would give up the opportunity of making a 
teal gain from deflation. A constant-purchasing- 
power bond is, in this sense, less speculative for both 
- issuer and the purchaser than a fixed money 
claim. 


Bondholders do not have to worry 
about the danger that they have under- 
estimated the extent of inflation; hence 
the government need not pay an in- 
terest premium to induce investors to 
assume that risk. Small savers in par- 


ticular may be glad to be relieved of the 


necessity of speculating on the future 
course of prices and therefore may be 
more attracted by a purchasing-power 
guarantee than by high interest rates 
on conventional bonds. 

If the new-type bonds were freely 
offered without restrictions on amounts 
owned by one holder or on eligibility 
for holding, the new issue would exert 
upward pressure on interest rates in a 
period when inflation is generally ex- 
pected. Investors would try to shift 
from fixed money claims to constant- 
purchasing-power bonds. This would 
decrease the amount of funds available 
for investment in government bonds 
not carrying the purchasing-power 
guarantee, corporate bonds, life insur- 
ance, real estate mortgages, and other 
outlets. On the other hand, when the 
price level is expected to fall, specu- 
latively inclined investors would wish 
to shift from the stable-purchasing- 
power bonds to fixed money claims; if 
the new-type bonds were freely mar- 
ketable or redeemable, the yield on 
fixed money assets would be forced 
down. The direction and extent of the 
influence on interest rates at any time 
would depend on prevailing expecta- 
tions with respect to the future price 
level and hence the relative attractive- 
ness of constant-purchasing-power 


bonds and fixed money claims. 

The shifts between constant-purchas- 
ing-power bonds and fixed money 
claims would be similar to the shifts 





338 NATIONAL TAX JOURNAL 


that now occur between equities and 
fixed claims. Hence the effect on in- 
terest rates would not be an entirely 
new development. The upward pres- 
sure on interest rates when rising prices 
are expected, however, would probably 
be accentuated, because, unlike equities, 
the constant-purchasing-power gov- 
ernment bonds would be completely 
secure as to principal and would appeal 
to conservative as well as venturesome 
investors. 

If the government wished to limit 
the influence of its constant-purchas- 
ing-power bonds on interest rates, it 
could do so by restricting marketability 
or redeemability, eligibility for owner- 
ship, and size of individual holdings. 
Marketability and redeemability have 
already been discussed. Denial of bank 
eligibility seems appropriate and de- 
sirable, inasmuch as no useful purpose 
would be served by selling the bonds 
to banks or permitting them to be used 
as collateral for bank loans. Professor 
Slichter and most other advocates of the 
new-type bond have suggested that in- 
dividual holdings of stable-purchasing- 
power bonds be limited in size, as hold- 
ings of savings bonds now are. Such 
a limitation is appropriate if the bonds 
are regarded mainly as a means of pro- 
tecting small savers, but the limitation 
would reduce the anti-inflationary ef- 
fect of the new issue. For this reason, 
I am not inclined to favor a limit on 


individual holdings. 
Advantages and Disadvantages 


The potential advantages of a con- 
stant-purchasing-power bond are ab- 
sorption of inflationary buying power, 
stabilization of bond holdings, reduc- 
tion of speculative buying and hoarding 
of durables, and protection of the 


[ Von. IV 


thrifty. Whether these impressive po. 
tentialities would actually be realized 
depends largely on how strong the ap. 
peal of the bonds would be. It is ad. 
mittedly impossible to predict how sales 
of constant-purchasing-power bonds 
would compare with those of ordinary 
savings bonds, but it seems likely that 
a purchasing-power guarantee would 
stimulate sales. There is a strong pre- 
sumption that, during an inflationary 
period, the new-type bonds would be 
held more firmly than bonds of the 
present type. In the early stages of the 
program, a large part of sales of new- 
type bonds would probably represent 
merely a shift from old-type bonds and 
other liquid assets. This shift would be 
desirable and should be encouraged be- 
cause funds going into the new securi- 
ties would be less likely to be with. 
drawn. 

Constant - purchasing - power bonds 
would probably have their greatest at- 
traction for relatively prosperous mid- 
dle-class groups for whom saving to 
provide for old age and dependents is 
a well-established tradition. The bonds 
should appeal, however, to all groups 
who are concerned with security and 
adverse to speculation. The bonds 
would probably have a considerably 
wider appeal than stocks as a hedge 
against inflation because the principal 
would be safer, and purchase would be 
simpler and would require less knowl- 
edge. 

The plan does presume a fair degree 
of sophistication on the part of inves- 
tors. The popularity of cost-of-living 


clauses in wage contracts, however, in- 
dicates the prevalence of at least a rudi- 
mentary understanding of the signifi- 
cance of changes in the purchasing 
power of money and of price indexes. 
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A disadvantage of the plan is the risk 
that its announcement would be taken 
as an official admission that prevention 
of inflation is impossible. If the plan 
were so interpreted, a wave of anticipa- 
tory buying might speed up the infla- 
tionary process. This is undeniably a 
genuine danger, although its importance 
is hard to evaluate. An equally plausi- 
ble view of the plan would see it as an 
expression of the Treasury’s confidence 
that inflation will be avoided. If aided 
by judicious publicity, this view should 
prevail. 

A second objection to the plan is 
that, if the price level rose, the govern- 
ment would have to make large dis- 
bursements for principal and interest 
when the bonds matured. If inflation- 
ary pressure still existed when the bonds 
were retired, it would be increased by 
the additional payments required by the 
purchasing-power pledge. This is true, 
but, if the plan were at all successful, 
it would help prevent prices from ris- 
ing as much as they otherwise would. 
This feature, plus the greater stability 
of holdings, should make control of in- 
flation easier a decade hence as well as 
in the immediate future. The other 
possibility is that prices would be lower 
and business in a decline when the 
bonds matured. If so, the govern- 
ment’s disbursements would not con- 
tribute as much to support of purchas- 
ing power as if an equal amount of 
conventional bonds had been issued. 


An offsetting consideration, however, is 
the possibility that during an inflation- 
ary period sales of constant-purchasing- 
power bonds would exceed sales of 
Present-type bonds by a margin large 
enough to compensate for the price- 
level adjustment at maturity. 
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The constant-purchasing-power bond 
would differ from conventional bonds 
in another way that might affect spend- 
ing of bondholders. When the price 
level is rising owners of ordinary bonds 
and other money claims become poorer, 
and, if they recognize this decrease in 
the real value of their assets, they may 
spend less for current consumption. 
Conversely, a fall in the price level in- 
creases the real wealth of holders of 
conventional bonds and may induce 
them to spend more for current con- 
sumption. Such adjustments in con- 
sumption expenditures have the desira- 
ble effect of damping fluctuations in 
the general price level. Lack of this 
automatic stabilizing influence may be 
considered a disadvantage of a constant- 
purchasing-power bond. I am skeptical 
of the validity of this objection how- 
ever. Sustained upward or downward 
movements in the price level are apt to 
nourish the expectation of further 
movements in the same _ direction. 
Therefore a rising price level often 
stimulates anticipatory buying and a 
falling price level may encourage 
postponement of spending. Holders 
of constant-purchasing-power bonds 
would have less incentive for speeding 
up or slowing down expenditures in an- 
ticipation of rising or falling price 
levels. Thus the constant-purchasing- 
power bond would have a stabilizing 
influence of its own. Although the 
point is debatable, I believe that this 
feature of the constant-purchasing- 
power bond would outweigh loss of the 
possible stabilizing influence of changes 
in the real value of ordinary savings 
bonds. 

Another objection to the plan is that 
it might weaken political support for 
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inflation control. This argument is 
based on the assumption that bond- 
holders and the groups who would buy 
a constant-purchasing-power bond are 
now one of the political forces that 
keep inflation within bounds and that 
if these groups were protected by hold- 
ings of the new-type bonds their 
support of anti-inflationary measures 
would be weaker. Although this argu- 
ment has some merit, it does not seem 
weighty, for three reasons. First, it 
seems to overstate the influence of 
bondholders as a separate, politically 
conscious group. Second, bondholders 
would ordinarily not transfer all their 
money claims to constant-purchasing- 
power bonds. They would still have a 
stake in the real value of insurance, an- 
nuities, and other money claims. Third, 
the budgetary implications of the pur- 
chasing-power pledge might strengthen 
the determination of the Treasury and 
Congress to oppose inflation. The con- 
verse of this budgetary consideration— 
that opposition to deflation would be 
weakened—may be formally recog- 
nized, but it seems a remote possibility 
in view of existing political institutions 
and public attitudes. 


A final danger is that the plan would 
focus irresistible political pressure on 
compilers of the price index. Escalator 
clauses and wage-stabilization problems 
already make the consumer price index 
a politically sensitive subject. The gov. 
ernment will need to oppose demands 
for distortion of the index, regardless 
of whether constant-purchasing-power 
bonds are issued. 


Conclusion 


A constant-purchasing-power bond 
should not be regarded as a substitute 
for adequate taxation and credit restric. 
tion. These traditional measures are 
still the most effective means of pre- 
venting inflation. A useful supplemen- 
tary means of reducing inflationary 
pressures is a government borrowing 
program that promotes new saving and 
freezes accumulated liquid funds. The 
experience of the recent past, however, 
suggests that the present savings bonds 
are now not an effective anti-inflation- 
ary weapon. The constant-purchasing- 
power bond offers at the least the possi- 
bility of rejuvenating the voluntary 
Savings program. 
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THE FARMER’S TAX BURDEN 


EDWARD L. HENRY * 


NE OF THE more difficult and in- 

teresting research areas in govern- 
ment finance concerns the relative tax 
burden borne by different groups of in- 
dividuals. Attempts to estimate the 
ultimate tax load carried by different 
groups inevitably run afoul of two 
major obstacles, a paucity of statistical 
data and uncertainty as to the tax 
shifting process. But despite these dif- 
ficulties economists have persisted in 
their efforts to determine the incidence 
of the tax structure,! for of course this 
information is basic to the formulation 
of intelligent fiscal policy. 

Most studies of this nature have been 
primarily concerned with tax progres- 
sion or the incidence of taxation among 
income classes. However, it is also de- 
sirable to appraise relative tax burdens 
from a somewhat different point of 
view. In our democracy representation 
is increasingly effected through eco- 
nomic pressure groups which tend to 
cut across income classes. The formula- 
tion of fiscal policy lies at the dead cen- 
ter of democratic government, and 


* The author is professor of economics and politi- 
cal science at Mount St. Scholastica and St. Benedict’s 
Colleges in Atchison, Kansas. 


1Carl Shoup and others, Facing the Tax Problem 
(New York: Twentieth Century Fund, Inc., 1937), 
Chapter 16; Gerhard Colm and Helen Tarasov, 
Who Pays the Taxes? (Washington: Temporary Na- 
tional Economic Committee, 1940); Helen Tarasov, 
Who Does Pay the Taxes? (New York: New School 
for Social Research, 1942); R. A. Musgrave and 
others, ‘“ Distribution of Tax Payments by Income 
Groups: A Case Study for 1948,” National Tax 
Journal, IV (1951), p. 1; and Rufus S. Tucker, 
“Distribution of Tax Burdens in 1948,” National 
Tax Journal, IV (1951), p. 269. 


it tends to become a battleground of 
competing economic groups seeking to 
use the machinery of government for 
their own ends.” Inevitably each group 
fights its tax battle in the name of 
“equity,” and hence a disinterested ap- 
praisal of the relative tax burden borne 
by these groups is needed. 


This article deals with the tax bur- 
den imposed upon one powerful pres- 
sure group, farmers, relative to that 
imposed upon other individuals. “ Tax 
burden ” is thought of as the ratio of 
total actual tax payments to current in- 
come but, recognizing the statistical 
difficulties, no attempt has been made 
to develop comprehensive _ statistical 
estimates of this concept. Likewise, tax 
shifting has been ignored. Rather, I 
have attempted (1) to outline develop- 
ments at the local, state, and federal 
levels which have tended to alter the 
relative tax burden on farmers during 
the past two decades, and (2) to sug- 
gest how the farmer might fare were it 
possible to measure his net tax burden 
in more comprehensive terms. 

Although the conclusions are neces- 
sarily left at an impressionistic level, it 
seems evident that political pressure, 
combined with a fortuitous distribution 
of representation and good times have 
enabled the farmer to improve greatly 
his relative tax position during the past 
twenty years. 


2 For an interesting analysis of the political aspects 
of fiscal policy see E. P. Herring, “ The Politics of 
Fiscal Policy,” Yale Law Review, XLVII (March, 
1938), p. 724. 
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The Earlier Burden of the 
Property Tax 


For a number of years following the 
turn of the century the farmer, because 
of his role as a major property holder, 
found his tax burden continually rising 
as local expenditures grew and were 
financed almost wholly by levies on 
property. If one considers that even as 
late as 1940, 70 per cent of the taxes 
paid directly by farmers were property 
taxes, one can appreciate the contention 
of farming organizations that the reve- 
nue system was weighted against the 
farmer. 

One of the major complaints against 
the tax has been its inflexible drain on 
income. Historically, farm income has 
fluctuated more widely than national 
income and, as a result, periods of de- 
pressed income have aggravated the 
burden for the farmer. This was par- 
ticularly true through the twenties and 
early thirties. Between 1925 and 1932, 
farm income declined 58 per cent, but 
the total farm real estate tax declined 
only 11 per cent; thus in the later year 
farmers paid more than twice as high a 
percentage of their gross income in these 
taxes.» This change worsened an al- 
ready bad situation. A 1924 survey, 
for example, made in Dane County, 
Wisconsin, indicates that farmers in 
that county paid as direct taxes nearly 
three times as large a fraction of their 
net incomes as did city and village 
people.* 


3 Eric Englund, “ Rural Taxation,” U. $. Depart- 
ment of Agriculture, Yearbook (Washington: Gov- 
ernment Printing Office, 1940), p. 779. 


4B. H. Hibbard and B. W. Allin, Tax Burdens 
Compared, Agricultural Experiment Station, Bulletin 
393 (Madison, Wisconsin: March, 1927). 
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Another major objection thrown 
against the tax is that real property was 
singled out for special taxation while 
other types of wealth which character. 
ize modern economies were either ig. 
nored or taxed less heavily. For 4 
number of years there was a general 
drift away from taxation of intangibles, 
and personal tangibles were very lightly 
taxed. The net result focused local tax 
systems on real property. Those whose 
incomes were not connected with prop. 
erty or whose property was in the form 
of intangibles were wholly or partially 
exempt from the property tax. 

The farmer was a natural victim of 
this discrimination because the bulk of 
his income was associated with real 
property and because he owned rela- 
tively less intangible property than most 
other economic groups. A 1935 study 
of probate court records in Texas, for 
example, showed that 48 per cent of all 
property probated was in intangibles. 
Yet 97 per cent of the property assessed 
for property tax purposes was tangible’ 
Intangible property constituted 32 per 
cent of property probated in rural com- 
munities; 50 per cent in city communi- 
ties. As a result the farmer had to 
expose to the property tax a higher 
proportion of his property than did the 
urbanite. 

The widespread distinction between 
intangible, other personal, and_ real 
property led the Assistant Chief of the 
Bureau of Agricultural Economics in 
1940 to charge that other forms of 
wealth had in large measure eluded the 


5L. P. Gabbard, Relative Importance of Intangible 
Property in Texas, Texas Agricultural Experiment 
Station, Bulletin 505 (College Station, Texas: Febru- 
ary, 1935), pp. 5-15. 
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general property tax and that difficulty 
in hiding land and improvements had 
caused a rise in burden on the farmer.® 
Other types of discrimination in ad- 
ministration of the tax were also evi- 
dent, such as overvaluation of agricul- 
tural properties relative to industrial.’ 


Criticism of Property Tax Less 
Warranted Today 


Although complaints against the 
property tax persist today, particularly 
in farming circles, there are reasons to 
believe that some of the more objection- 
able features of this tax are being over- 
come, and further that the farmers’ 
position with respect to property taxa- 
tion now compares quite favorably with 
that of other groups. Among the rea- 
sons which can be cited are (1) tax 
reform, substantive and administrative, 
(2) the declining importance of the 
property tax in state systems, and (3) 
an increase in the farmer’s ability to 


pay." 
Tax Reform 


Partially as a result of incisive farmer 
criticism during the depression, at- 
tempts have been made in almost all 
states to mitigate the property tax bur- 
den. Generally these attempts involve 
(1) limitations on the use of the prop- 
erty tax for revenue purposes and (2) 
a widening of the state tax base to in- 
clude additional types of taxes, thereby 
lessening the pressure on property. The 


6 Englund, op. cit., p. 776. 


7 See H. C. Reeves and Lea Pardue, “ Some Reasons 
Why Property Is Poorly Assessed for Taxation,” Na- 
tional Tax Journal, I (1948), p. 366. 


8 Tax capitalization may not be ignored but to the 
extent that it has reduced the property tax burden 
it is no new development. 


THE FARMER’S TAX BURDEN 343 


recommendations of the Pennsylvania 
Tax Study Committee as reported in 
this Journal in December, 1949, may be 
cited as an example of these efforts.® 
This committee recommended a ceiling 
on local tax rates and the raising of new 
revenues by the state to be shared with 
localities, the objective being to relieve 
local pressure on the property tax. 

In addition, tax classification was ex- 
tended during the thirties to afford re- 
lief to certain types of properties. The 
farmers seem to have fared well in this 
movement. In some states agricultural 
machinery now goes free of tax. Kan- 
sas frees crops in the fields and assesses 
cattle at a more favorable ratio than 
most other property. Minnesota gives 
the farmer liberal homestead exemp- 
tions. Kentucky taxes refrigerators 
four times more heavily than farm ma- 
chinery, and so classification goes. At 
the present time three-fourths of the 
states have constitutions permitting 
property classification and, of these, 
half levy classified real property taxes. 

The relative position of the farmer 
has been further improved by attempts 
to tax intangibles through such classi- 
fication. By 1948 only 11 states for- 
mally exempted such intangibles from 
property taxation.’° There seems to be 
evidence that better reporting from 
source has improved the assessment of 
intangibles within recent years.’ Sur- 
veys show that a lower rate or a more 


9 Pennsylvania Tax Study Committee, “ Report of 
Findings of Recommendations on the Pennsylvania 
Tax System,” National Tax Journal, Il (1949), p. 
S7F 


10 Commerce Clearing House, Inc., Tax Systems, 
XI (Chicago: January, 1948), pp. 140-151. 


11 James Martin, “ The Property Tax and the 
Economy,” Annals, CCXXVI (November, 1949), p. 
140. 
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favorable ratio of assessed-to-true value 
reduces evasion. Such statutory and 
administrative improvements in the tax 
will most likely result in greater utiliza- 
tion of it by the states, thus diminishing 
one source of discrimination against the 
farmer. 


Declining Importance of Property Tax 


A second major factor making criti- 
cism of the property tax less warranted 
today is the declining importance of 
property taxation in the state tax pic- 
ture. New sources of revenue have 
been devised to meet the rising costs of 
government, most of them since the de- 
pression of the early thirties. Sales, in- 
come, and gross receipts taxes have 
lowered the proportionate importance 
of property taxes and probably the rela- 
tive burden of the farmer. While total 
state property tax collections rose only 
12.6 per cent from 1942 to 1950, sales 
and gross receipts taxes rose 111 per 
cent; license and privilege taxes 75 per 
cent; and income taxes 155 per cent.’ 
By 1951 the property tax had virtually 
disappeared as a major source of state 
tax revenue; in 1950 it provided only 
2.6 per cent of state general revenues.’® 
Three states have abandoned the tax 
completely and only 11 states reap $10 
million or more from it." 

This expansion of other taxes has en- 
abled localities to reduce their reliance 
on the property tax as a result of tax 
sharing and subsidies. In 1890 local 
governments raised more than 92 per 


12 United States Bureau of Census, Sources of 
State Tax Revenue in 1950 (November, 1950), p. 2. 


13 United States Bureau of Census, Compendium of 
State Government Finances in 1950 (June, 1951), 
p. 6. 


14 United States Bureau of Census, State Tax Col- 
lections in 1950 (August, 1950), p. 2. 
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cent of their revenue from the property 
tax. By 1947 only 55 per cent of their 
revenues came from this tax source, 
This trend is largely explained by the 
fact that state governments are today 
distributing 30 per cent of their gen- 
eral revenues to localities. The states 
have been able to do this not only be. 
cause of the exploitation of additional 
tax sources but also because of the re. 
ceipt of financial help from the Federal 
Government, today 150 per cent greater 
than in 1942." 


Michigan offers a dramatic example 
of how substitution of other taxes for 
property taxes has afforded tax relief 
to the farmer and even windfall profits 
where the property tax had been capi- 
talized."" There the support of rural 
roads has been shifted almost entirely 
from the property tax to the gasoline 
tax and motor vehicle revenues. Sales 
and liquor tax revenues have greatly 
increased while revenues from the prop- 
erty tax are today only one-third as 
large as in 1930. Liberal exemptions 
under the sales tax for certain farm- 
purchased goods such as machinery, fer- 
tilizer, and feed have really tended to 
shift the tax burden to other shoulders. 
This particular reform was forced by 
constitutional amendment supported by 
rural interests and fought by the large 
cities. In 1946 another successful 
movement was initiated in Michigan 
for an amendment that would force the 


15 Alfred G. Buehler, “The Property Tax as a 
Local Revenue,” National Tax Journal, I (1948), 
p. 369. 


16 United States Bureau of Census, Compendium of 
State Government Finances in 1950 (June, 1951), 
p. 6. 

17D. C. Cline, Michigan Tax Trends, Agricultural 


Experiment Station, Bulletin 301 (Lansing: February, 
1940), p. 75. 
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state to return 75 per cent of the pro- 
ceeds of the sales tax to localities. Chief 
beneficiaries seem to be school districts 
and townships many of which no longer 
find it necessary to levy any property 
tax whatsoever.’® 

The Michigan experience is apt to be 
repeated elsewhere, if not in such 
dramatic form. It seems probable, ac- 
cording to some people close to local 
finances, that property taxes will almost 
certainly continue to decline in the 
future relative to income, sales, and 
business taxes. They are also likely to 
decline relative to the value of prop- 
erty.’ 


Ability to Pay Has Increased 


A third factor that has made the 
property tax less oppressive since the 
depression has been the rise of farm 
income. As pointed out previously, the 
property tax is inelastic to the taxpayer 
because it varies less than income from 
property, thus aggravating the farmer’s 
plight in poor times, lessening his bur- 
den in good times. The drop of farm 
income between World War I and 
1933 aggravated the property tax bur- 
den. Following 1933, however, farm 
income at first rose slowly for several 
years and then staged a sharp rise. 
Since 1940 the percentage rise in total 
cash farm income has been substantially 
larger than that in the value of farm 
lands per acre.*? Nor did assessed 
values rise as much as market prices 
after 1940.2. This situation has, of 


18R. S. Ford, “State and Local Finance,” Annals, 
CCXXVI (November, 1949), p. 22. 


19 American City (February, 1951), p. 124. 


20 Business Bulletin (Cleveland Trust Company, 
March 16, i951). 


21 Edward D. Allen, “ Postwar Prospects for Agri- 
cultural Land Values and Property Tax Assessments,” 
National Tax Association, Proceedings (1945), pp. 
217-229. 
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course, tended to reduce the ratio of 
property taxes to income and lighten 
the tax burden. A drop in income 
would again intensify the burden of 
property taxation, but with the advent 
of parity it appears that farm income 
would have an upward rather than a 
downward elasticity. 

One further point may be mentioned. 
The property tax is deductible in com- 
puting federal income taxes. As a re- 
sult the net cost of the property tax is 
generally less than the nominal amount 
of the tax, the tax saving being ab- 
sorbed by the Federal Government. 
The farmer has experienced a com- 
parative gain to the extent that an in- 
come rise has enabled him to use the 
property tax deduction, whereas he 
previously fell outside the income tax 
range for lack of income. In this 
period of rising income taxes and rising 
farm incomes, the burden of the prop- 
erty tax has thus been turned to the 
farmer’s advantage in this sense. 


In summary, we may say that the 
relative burden of the property tax on 
the American farmer has declined 
greatly. Property tax reform move- 
ments, substitution of new sources of 
revenue which do not impinge as 
heavily on the farmer, and substantial 
increases in farm revenue have ll 
mitigated the burden. 


The State Tax Burden 


A realistic appraisal of tax burden, 
however, cannot be restricted to any 
one level of government. A compre- 
hensive inquiry requires an examination 
of the relative tax burden at all three 
levels of our federal system. An ad- 
vantage or disadvantage at one level 
may be more than offset at another. 





— 


346 NATIONAL TAX JOURNAL 


We have already discussed the prob- 
ability that the farmer is finding some 
relief at the local level where the great 
bulk of the revenues is derived from 
property taxation.” 

There is also some indication that 
state taxes rest no more heavily on the 
farmer than on other groups, probably 
less so.2* As indicated above, states are 
looking elsewhere than to property for 
revenues; chiefly to sales and income 
taxation. These replacement taxes 
probably bear less heavily on the farmer 
than the property taxes. 


A general sales tax, for example, will 
be more of a burden to an urbanite 
than a farmer. Farm families tend to 
begin saving at lower income levels 
than do urban consumers, and they 
have more imputed income. Thus sales 
taxes falling on them are smaller both 
in absolute terms and in relation to in- 
come.** A study made of the effects of 
a federal sales tax on the farmer is ap- 
plicable in part to a state sales tax. 
This study pointed out that farmers 
with money incomes over $1,000 spend 
significantly less on taxable goods and 
services than nonfarm groups, and that 
as a group farmers would pay less retail 
sales tax.7> Furthermore, such sales 
taxes would be included in parity, and 
farm prices would then reflect the tax.*® 


22, W. J. Shultz and C. L. Harriss, American Pub- 
lic Finance (New York: Prentice-Hall, Inc., 1949), 
p. 318. 


23 As indicated elsewhere in this paper, property 
taxes last year constituted a mere 2.6 per cent of 
state general revenues. 


24 Helen Tarasov, Who Does Pay the Taxes? (New 
York: New School for Social Research, 1942) p. 9. 
25 Tyler F. Haygood, ‘** How Would a Federal Sales 


Tax Affect Farmers?” Journal of Farm Economics, 
XXVII (1945), p. 649. 


26H. P. Wald, ‘* Variations of Retail Sales Taxes,” 
American Economic Review, XXXIV (1944), p. 294. 
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For reasons which will be discussed be. 
low, the state personal income taxes 
likewise bear less heavily upon the 
farmer. 

If at the state level, therefore, the 
property tax has declined greatly in 
relative importance and if thé replace. 
ment mainstays are favorable to the 
farmer, it would appear evident that he 
now enjoys a relative advantage in tax 
burden at this level of government. 


The Federal Level 


What about federal taxes? How 
significant in the total picture are they? 
How do they treat the farmer? In 
1930 federal tax collections were only 
two-thirds as large as local collections, 
twice as large as state collections, 
Localities took in $5 billion, the Federal 
Government $3.5 billion, and the states 
$1.8 billion. Since then the picture 
has changed drastically. On the basis 
of pending legislation, federal tax col- 
lections may reach $61 billion in the 
present fiscal year. This compares with 
an estimated state and local tax col- 
lection of $16 billion.** It is clear that 
the importance of federal revenues to- 
day far outstrips that of state-local 
receipts. 

In this huge tax take, federal personal 
income taxes for the last several years 
have approximated 50 per cent of net 
budget receipts, an amount by itself 
greater than combined state-local rev- 
enues. An advantageous position with 
reference to this tremendous revenue 
raiser alone could well offset all other 
tax disadvantages. And in this single 
most important tax the farmer seems 
to be relatively better treated than 
most other groups. 


27 Monthly Letter on Economic Conditions (New 
York: National City Bank, February, 1951), p. 1% 





ing 


Ec 





lV 


| be- 
axes 


y in 
lace. 


at he 
1 tax 


How 
hey? 


only 
‘ions, 
‘ions, 
deral 
states 
cture 
basis 
col. 


with 

col- 
that 
S tO- 


-local 


‘sonal 
years 
f net 
itself 
- rev- 

with 
venue 
other 
single 
seems 

than 


5 (New 
, p. 1% 





No. 4) 


There are two major reasons why this 
js true: (1) the difficulties involved in 
formulating a complete statutory defi- 
nition of income; and (2) the adminis- 
trative difficulties besetting enforcement 
of the statute. 


Inadequate Statutory Definitions 
of Income 


Income in the federal and state laws 
is defined as an accounting rather than 
an economic concept. In_ general, 
monetary income is the measure of ac- 
cretion to the exclusion of nonmonetary 
or imputed income.** Among examples 
of nonmonetary income which escape 
taxation are home-grown food and fuel, 
home-ownership, and self-help in the 
home. 

Farmers seem to be heavily favored 
with reference to imputed income be- 
cause they generally own their homes 
or can count rental as a deductible 
business expense, and because they 
produce more than other groups for 
their own consumption. With the 
possible exception of the members of 
the armed forces, farmers are the only 
large group to receive a major portion 
of their income in kind.** Legislators 
are not unaware of this as is evidenced 
by attempts to tax such income,” but 


28 Henry Simons and William Vickrey have given 
excellent treatment to the latter aspects of income 
in their works. 

Henry Simons, Personal Income Taxation (Univer- 
sity of Chicago Press, 193.8), Chapters 2 and 5; 
William Vickrey, Agenda for Progressive Taxation 
(New York: Ronald Press Co., 1947), Chapter 2. 


29. W. Grove and Nathan M. Koffsky, “ Measur- 
ing the Income of Farm People,” Journal of Farm 
Economics, XXXI (1949), p. 1103. 


30 Australia imputes 5 per cent of the value of the 
home as income to the owner. The Civil War in- 
come tax had a similar provision. Wisconsin im- 
putes as income to the farmer $90 per adult and $60 
per child as income for home-produced foods. Eng- 


land makes an adjustment between income of women 
working outside and those working at home. 
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administrative difficulties have been 
pronounced and today such income is 
generally ignored. This means that a 
not insignificant portion of the real in- 
come of farmers escapes taxation. 


Administrative Advantages for the 
Farmer 


The farmer also benefits from dif- 
ficulties attending the enforcement of 
the tax. Internal Revenue field agents 
regard the farmer as one of the most 
difficult of their assignments. The 
Internal Revenue Code states that all 
except laborers, salaried workers and 
farmers must keep “ permanent books 
of account or records, including in- 
ventories.” *!_ The urban worker, how- 
ever, has his income reported accurately 
through collection-at-the-source meth- 
ods, while his employer must under law 
keep records on his own transactions. 
The farmer on the other hand is not 
required to keep books although he 
must be able to explain and justify 
transactions once they are discovered. 
Very probably this is not a decisive 
advantage for the large farms, but it is 
for the millions of smaller farmers who 
keep only haphazard records, or, indeed, 
none at all. The time-consuming ef- 
forts involved in going over such 
records together with the fact that a 
large portion of farm income represents 
small cash transactions not easily trace- 
able, has tended to discourage enforce- 
ment practices with reference to the 
farmer. 


Surveys conducted by both the 
Bureau of Agricultural Economics and 
the Bureau of Census have révealed 
biases toward underreporting of income 
by farmers. Such underreporting, the 


31 Internal Revenue Code, section 29.54-1, Regula- 
tion 111. 
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surveys indicate, is more pronounced in 
the case of the farmer than for most 
other occupational groups. A Census 
survey in 1946 accounted for more 
than 90 per cent of total urban wages 
and salaries, but only about half of total 
net cash farm income.** While these 
surveys were not primarily intended as 
a check on enforcement, nevertheless, 
they do underline the extent of the 
problem involved in ascertaining farm 
income. Roy Blough, former director 
of the Division of Tax Research of the 
U. S. Treasury Department, has said 
that under present enforcement prac- 
tices farmers, self-employed, and do- 
mestic servants probably escape taxes 
in large numbers. He indicated that, 
in general, rural America is relatively 
undertaxed by the income tax.** At 
least one other tax authority has taken 
a similar position.** And while the 
trend toward increasingly rigorous at- 
tention to enforcement may put greater 
pressure on farmers to report income 
more accurately, at the same time this 
pressure may be nullified by the in- 
creasing incentive for farmers to take 
advantage of their peculiar position in 
the tax structure as taxes continue to 
rise. 


One other point may be mentioned 
with reference to the federal tax bur- 
den. Farm organizations have generally 
succeeded in excluding farm labor from 
many benefits of labor legislation such 
as unemployment insurance, workmen’s 
compensation, wage and hour rules, and 


32 Grove and Koffsky, op. cit., p. 1108. 


33 Roy Blough, “ The Issue of Diversification in 
Tax Policy,” Tax Law Review, III (New York: Uni- 
versity School of Law, October-November, 1947), 
pp. 13, 14. 


34 Roswell Magill, Impact of Federal Taxes (New 
York: Columbia University Press, 1943), p. 35. 
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old age insurance. This is a substantial 
disadvantage for the farm laborer, but 
it means that the larger farm operators, 
unlike the urban businessmen, save the 
social security taxes involved. 


The Over-All Picture 


To summarize, at the federal level 
the evidence points to a favored tax 
position for the farmer relative to other 
economic groups. This is due par. 
ticularly to the personal income tax 
which because of intrinsic and adminis- 
trative defects fails to tap the entire 
economic income of the farmer. Al- 
though we have no statistical measure- 
ment of the extent of this advantage 
in dollar and cents terms, one may ven- 
ture to say that it is substantial in view 
of the dominant place of the income 
tax in our revenue system. ‘This ad- 
vantage, when added to other evidence 
of burden on the farmer, would seem 
to justify the conclusion that the farm- 
er has a relative tax advantage at the 
state and federal level if not at the local 
one, and that his over-all tax position 
with respect to other economic group- 
ings is a favorable one. 

Two prior studies which have made 
elaborate use of statistics in estimating 
the tax burden by income classes, seem 
to agree in passing that, contrary to 
frequent assertions, farmers bore a 
lower tax burden than urban dwellers 
and/or salaried workers at the time the 
studies were made.* It is significant 
that these conclusions were reached be- 
fore the era of really heavy income tax- 
ation. Such a survey made _ today 
would in all probability show an even 
more decisive advantage for the farmer 


than prior to World War II. 


35 Carl Shoup and others, op. cit., pp. 221 ff; 
Helen Tarasov, op. cit., p. 9. 
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A Net Burden Concept 


The expenditure side of fiscal policy 
cannot be lightly brushed aside—a tax- 
payer not only pays money into the 
government coffers, he gets something 
back for it. Theoretically, the afore- 
mentioned burden concept (ratio of 
taxes to income) should be broadened 
to include the benefits of government 
expenditures so that a net burden con- 
clusion could be arrived at for purposes 
of comparison. Such a concept might 
compute relative burdens on the basis of 
taxes paid less benefits received as a 
proportion of income. 

This formula would appear to ac- 
centuate the advantages to the farmer 
suggested by the previous, more cir- 
cumscribed burden concept. For in- 
stance, analysis of local property taxes 
in an agricultural community would 
show a high degree of correlation be- 
tween taxes paid and benefits received. 
The reputed weight of the property tax 
would then lose much of its significance. 

But the limitations of this net bur- 
den concept are obvious. In practical 
terms such a formula may well be dif- 
ficult or impossible of application. The 
statistical job alone would be staggering 
even if it were possible to collect com- 
prehensive expenditure data and then 
allocate by economic groups. It may 
well be that conclusions with reference 
to this net burden concept will remain 
quite unscientific, or at best, will be 
based upon a variety of highly question- 
able assumptions. 

In very general terms, however, it 
may be justified to say that a con- 
servative evaluation of farmer par- 
ticipation in expenditure benefits will 
place him on a level at least equal to 
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that of other groups in society. This 
would appear to be particularly true of 
the period since 1933 when an era of in- 
creased agricultural appropriations was 
introduced. And it may be added that 
the farmer enjoyed considerable direct 
services from the government for many 
decades prior to that year. Outright 
grants, indeed, are perhaps not the most 
important concessions that should be 
considered. To the more self-evident 
services we must add the savings to the 
farmer occasioned by farmer-initiated 
repressive legislation on other economic 
groups such as railroads, stockyards, 
margarine producers, etc. Eric Eng- 
lund, for many years associated with 
the Department of Agriculture as an 
agricultural economist, cautiously ad- 
mitted as early as 1940 that “ large sub- 
ventions from revenues collected largely 
outside of rural Communities go a long 
way toward counter-balancing direct 
rural taxes.” *° 

If the farmer’s economic position 
relative to other groups has improved 
greatly over the past two decades, 
politics has played its part in no small 
way. The farm bloc, organized in the 
early 1920’s has persisted as one of the 
strongest groupings in Congress. This 
is particularly true of the Senate where 
the farm states are proportionately 
overrepresented, and of congressional 
committees where the greater political 
stability of rural voting areas has moved 
rural representatives into important 
posts. In many instances a dispropor- 
tionate farm-interest bias has been im- 
parted to legislation. Although tax- 
payer associations complain about the 
cost of farm legislation, their protests 


36 Eric Englund, op. cit., p. 787. 





nd 


350 NATIONAL TAX JOURNAL 


go unheeded largely because there is no 
urban bloc to offset the farm bloc.*? 
Farmer groups are well aware of the 
long run importance of tax and ex- 
penditure policies on their economic 
position in society, judging by their 
alertness when such policies are being 
formulated. A shift in the tax struc- 
ture against the farmer or a diminution 
in the financial aid tendered him would 
disturb his newly won economic 


37 See Dayton McKeon, Party and Pressure Politics 
(New York: Houghton Mifflin Co., 1949), p. 454 ff. 


position and ultimately his political 
position. No economic group possess. 
ing political strength will accept the 
consequences of such change; and this 
is an effective reason why such political 
pressures by groups such as the farm 
bloc are centered on fiscal policy. Tp 
the extent that economists can perfect 
their research techniques in this area of 
relative burdens, they will be providing 
the basis for what might be a more 
precise and rational resolution of such 
fiscal policy conflicts. 
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TAXATION OF INTANGIBLE PERSONAL 
PROPERTY IN OHIO 


GEORGE W. THATCHER * 


HIS ARTICLE presents a brief de- 
-4 scription and critique of the taxa- 
tion of intangible personal property in 
Ohio. In my judgment the experience 
of Ohio is significant because it shows 
that intangible personal property can 
be effectively reached by a properly 
constructed classified tax on intangible 
property. The case for this method of 
taxing intangible property is especially 
strong in states in which an income tax 
cannot be levied for constitutional or 
other reasons. 


The General Issues 


Before discussing the experience of 
Ohio it will be helpful to review briefly 
the general issues involved in the proper 
tax treatment of intangible personal 
property. The problem originated to a 
large extent with the introduction of 
the corporate form of business organi- 
zation and the development of modern 
banking. These developments led to a 
vast increase in intangible property, 
such as stocks, bonds, bank deposits, 
accounts receivable, promissory notes, 
mortgages, and other credits, but only 
a small fraction of these found their 
Way onto assessment lists. The whole- 
sale evasion of the tax on intangible 
property has led most tax experts to 


* The author is associate professor of economics at 
Miami University. The material on which the article 
is based is taken from the author’s doctoral disserta- 
tion, ““ Taxation of Property in Ohio,” which is on 
file with the University of Wisconsin. 


agree that the general property tax has 
been a failure in so far as this type of 
personal property is concerned. 


Part of this failure can be attributed 
to a lack of a rational concept of taxa- 
ble property. The assumption that all 
property is homogeneous and should be 
taxed uniformly led only to injustice 
and confusion. If intangible personalty 
is to continue to be taxed, a more ra- 
tional concept of taxable property must 
be developed which recognizes the in- 
herent differences that exist between 
various forms of intangible property. 
Intangibles represent diverse degrees of 
ownership and control in underlying 
economic goods and hence should be 
taxed differently. 

Based upon the relationship between 
wealth and income, intangible personal 
property is generally divided into two 
distinct classes: namely, representative 
and nonrepresentative. Representative 
intangible property consists of real 
estate mortgages and usually industrial 
bonds, common stock, and preferred 
stock. The second group, nonrepre- 
sentative intangibles, includes in gen- 
eral good will, franchises, royalties, 
patent rights, and government bonds. 


The inclusion of representative in- 
tangibles in the concept of taxable 
property has brought widespread criti- 
cism. The critics of this inclusion claim 
that taxation of representative intangi- 
ble property as other property results in 
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serious inequities. Corporation stock, 
they say, represents nothing more than 
an equitable interest in the net assets of 
a corporation and certain rights of vot- 
ing and participating in the earnings 
of the company. Bonds represent vari- 
ous other rights and interests which the 
bondholder has in the corporate prop- 
erty and income. If then the physical 
property of the corporation is taxed, 
an additional property tax on stocks 
and bonds (which merely apportion 
equities and rights among the owners 
and creditors of the corporation) would 
place a double tax burden on the same 
property. Further, it is argued, the tax 
on the property of a corporation reduces 
the income to the shareholder and an 
additional tax on the shares places a 
double burden on the property of the 
stockholder. This double taxation 
problem is accentuated by nonuniform 
assessment practices and exemption poli- 
cies, and by the discriminatory burden 
which is placed upon corporations as 
compared with unincorporated business. 
Other critics would accept the valid- 
ity of this argument but would regard 
it as immaterial. They believe the per- 
tinent considerations are that such 
representative property is property in 
the legal sense; that it constitutes an 
important part of the wealth of indi- 
viduals; and that it has a market value 
and yields an income to the owner. 
Professor Harley L. Lutz has sum- 
marized this viewpoint as follows: * 


It does not follow (merely because a 
considerable part of intangible wealth is 
representative wealth) that taxation of the 
physical assets of the corporation where they 
are located always constitutes adequate taxa- 
tion of the representative wealth. This 


1 Harley L. Lutz, Public Finance (4th ed., New 
York: Appleton Century, 1947), p. 370. 
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position assumes that the taxes on the prop. 
erty of the corporation always fall on the 
holders of its securities, but such a position 
is in large degree untenable. For example, 
the interest rate paid on corporation bonds 
is governed by the conditions of the general 
money market at the time of issue. Like. 
wise, the dividend rate on corporate pre. 
ferred stock is established more or less by 
custom and by the general investment atti- 
tude toward this type of security. The 
rates of return that are paid by the cor. 
poration on its bonds and on its preferred 
stock are not affected by the property taxes 
paid by the company unless these become so 
heavy as to threaten insolvency. Conse. 
quently, neither the bondholder nor the pre- 
ferred stockholder is taxed or otherwise 
inconvenienced by the taxation of the cor- 
porate property. The common stockholder, 
being the residual claimant to the corporate 
net income, is the only owner of the cor- 
porate representative wealth for whom a 
true case of double taxation can be made. 


In my judgment, Professor Lutz’s 
statement in no way disproves the argu- 
ment that the treatment of mortgages 
under the general property tax also re- 
sults in double taxation. The fact re- 
mains that there has been no increase 
in wealth or taxpaying ability through 
the creation of the mortgage. The 
mortgage represents nothing but an 
equity in the property. Therefore, it is, 
in my judgment, objectionable double 
taxation to tax both the creditor and 
mortgagee on the “ full value” of the 
property with no offset for the debt. 
This position has been taken by a num- 
ber of state courts although the “ great 
weight of authority” is on the side 
which holds that it does not constitute 
double taxation in an obnoxious con- 
stitutional sense. 


From this discussion, it appears that 
the concept of taxable property would 
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be clarified if representative property 
were removed from the scope of the 
general property tax. But, according 
to some experts, to do so would result 
in a discriminatory and nonuniform 
taxation. They argue that if all repre- 
sentative personalty were uniformly 
taxed, the tax would be universalized 
and would not be objectionable. Un- 
fortunately, the problem is more com- 
plicated. All physical property does 
not have intangible manifestations and 
it would be impossible to universalize 
double taxation of representative prop- 
erty and actual wealth. The weight of 
this argument indicates that a rational 
concept of taxable property demands 
exemption of representative intangible 
property from taxation. 

Another cogent argument against 
the taxation of representative intangi- 
bles under a general property tax is that 
wholesale evasion results. There has 
been a general acquiescence on the part 
of both tax administrators and the tax- 
payers in the nonenforcement of the 
tax. This is largely-due to the inability 
of the assessors to discover the various 
types of intangibles for assessment pur- 
poses and to the unwillingness of the 
owners voluntarily to report such prop- 
erty for taxation. This unwillingness 
to report intangibles is due in part to 
the high rates of the general property 
tax. Rising governmental costs and 
continued evasion of intangibles from 
assessment in turn increase the rates of 
taxation which, to complete the circle, 
stimulate further evasion. A vicious 
circle of cause and effect operates. 

Further, the wide variation in rates 
and ratios of assessed to true value be- 
tween districts encourages evasion by 
migration particularly in the high rate 
districts. 


In fact, the very inequality . 
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and lack of theoretical justification of 
the tax makes evasion, as one author 
said, look like “a case of self help for 
the correction of what to many seems 
to be a gross injustice.” 

Nonrepresentative intangibles, the 
second class of intangibles, are property 
both in a legal and in an economic sense. 
Taxation of such property does not re- 
suit in double taxation but certainly 
leads to discrimination. Such prop- 
erty is extremely difficult to segregate 
from other values for purposes of taxa- 
tion. The sheer complexity of the task 
causes many differences in the treatment 
of enterprises and individuals. In my 
view, this discrimination is sufficient 
grounds for exemption of such intangi- 
bles from a general property tax. 

The arguments in favor of continued 
taxation of nonrepresentative intangi- 
bles are twofold. First, the tax yields 
a considerable revenue to the local units 
of government, which at present are 
sorely in need of such revenue. Second, 
to exempt intangible personalty violates 
the general idea of uniformity—that all 
property should be taxed. Such exemp- 
tion would, in essence, penalize tax- 
payers who refrain from investing in 
intangibles and purchase real property 
and tangible personalty. 

In my judgment, the weight of the 
argument rests in favor of the abandon- 
ment of the general property tax on 
intangible personalty. I recognize that 
many state and local units obtain reve- 
nue from this source, but revenue re- 
quirements may be met from many 
sources. The real question is which 
source gives the most equitable distribu- 
tion of the tax burden. The taxation 
of intangibles under a general prop- 
erty tax results in a purposeless dis- 
crimination among taxpayers which is 


PA esas 
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inherent in both the application and 
the administration of the tax. Because 
of the inevitability of this discrimina- 
tion, the exemption of intangibles from 
the general property tax would seem to 
be the proper treatment. This does not 
mean that intangibles should be exempt 
from all taxation. The income yield 
may be subjected equitably to personal 
and corporation income taxation. In 
states which levy no income tax, con- 
sideration should be given to a more 
equitable classification of intangibles 
for tax purposes. We turn now to a 
consideration of the way in which Ohio 
has solved this problem. 


The Taxation of Intangible Personal 
Property in Ohio? 


The present tax on intangible per- 
sonal property in Ohio was adopted in 
1931. The basis of assessment is all 
moneys, credits, investments, deposits, 
and other intangible property of both 
residents of this state and of nonresi- 
dents when used in and arising out of 
business transactions in Ohio. Such 
property of residents used in and aris- 
ing out of business transacted outside 
this state is not subject to taxation. It 
is clear that Ohio has attempted to 
clarify the problem of determining the 
situs of intangibles for taxation by 
adopting the common-law rule of domi- 
ciliary situs, but modifying it by mak- 
ing provision for “ business situs.”” The 
legislature has written into the law the 
intention that the principle of business 
situs “shall be reciprocally applied to 
the end that all property . . . having 
a business situs in this state shall be 


2See Page’s Ohio General Code, Annotated, Sec- 
tions 5323 to 5638. 


taxed herein and no property . . . be 
longing to a person residing in this state 
and having a business situs outside of 
this state shall be taxed.” 

Basis of Assessment and Rate of 
Taxation. The unique feature of the 
taxation of intangible personal prop. 
erty in Ohio is that it combines a tax 
measured by income from “ productive 
investments ” and a low-rate property 
tax on the true value of “‘ unproductive 
investments” and other nonincome 
yielding intangible property. 

Productive investments are taxed at 
§ per cent of their income yield. They 
include such items as shares of stock, 
bonds, certificates of indebtedness, 
notes, annuities, royalties, and other 
equitable interests. Those of the above 
classes of property which yield no in- 
come are designated as unproductive 
investments and are subject to a rate of 
2 mills on the dollar. Stock dividends 
of the issuing corporation are not recog- 
nized as income yield. 


Deposits in Ohio financial institutions 
are taxed at the source at a rate of 2 
mills on the dollar. Although the bank 
is authorized to deduct the tax from 
the deposits, in actual practice the tax 
is absorbed by all financial institutions. 
Money and credits are subject to a 2 
mill rate. Credits include current ac- 
counts and prepaid items and represent 
the excess of current accounts receiv- 
able over accounts payable. Shares of 
stock of financial institutions which in- 
clude banks, trust companies, and loan 
companies are taxed at the rate of 2 
mills on the dollar of book value. 
Stocks in domestic insurance companies 
are exempt from the intangible tax but 
insurance companies pay a tax at the 
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rate of 0.2 per cent on either their capi- 
tal and surplus, or 81% times their gross 
premiums. 

Administration of the Tax. Ad- 
ministration of the tax on intangible 
personalty is divided between state and 
county officials, but responsibility for 
assessment is definitely placed in the 
State Tax Commissioner. This division 
of administration between state and 
county officials has proved inefficient 
and should be replaced by the elimina- 
tion of any assessment by county 
officials. The Tax Commissioner has 
available sources of information for 
checking the intangible property tax 
return. One of these is the federal in- 
come tax returns and another is the 
statements filed by corporations. Each 
domestic corporation and each foreign 
corporation doing business in Ohio is 
required to file an annual statement of 
its shareholders and the shareholders of 
affiliated corporations who reside in 
Ohio, with their place of residence and 
the number of shares held by each. The 
State Tax Commissioner also receives 
from the clerk of each court a state- 
ment showing each person in charge of 
any estate in such court, together with 
the aggregate value of each class of 
property in the estate. The Commis- 
sioner also receives from the probate 
courts a copy of the inventory of each 
estate filed. 

The use of this information-at-the- 
source device has greatly expanded the 
completeness of the assessment and to- 
gether with the collection-at-the-source 
as applied to bank deposits and shares in 
financial institutions presents a model 
plan of administration and leaves little 
doubt as to the possible efficacy of this 
type of tax. 
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Appraisal of the Ohio System of 
Taxation of Intangibles 


An appraisal of the effect of Ohio’s 
system of taxation of intangible per- 
sonal property is difficult but certain 
conclusions can be drawn from the 
available data. 


Appraisal of the Theory of the Ohio 
System. Ohio has recognized the im- 
possibility of taxing all property, tangi- 
ble and intangible, at the same rate. It 
has overcome the stubborn resistance to 
proposals to modify the general prop- 
erty tax. In the absence of a state in- 
come tax, Ohio has made an honest 
effort to treat all property as equitably 
as possible. 


One criticism has been levied at the 
system of classifying intangibles into 
productive and nonproductive property. 
This device is to adjust the tax accord- 
ing to the relative taxpaying capacity— 
the rate on productive investments 
being five per cent of yield and on non- 
productive investments, two mills on 
market value of the property. 


Professor Harley L. Lutz has criti- 
cized this classification as follows: 


In fact, there is but little differentiation 
for the tax on $1,000 worth of non divi- 
dend stocks would be $2.00, while that on 
a $1,000 bond yielding four per cent in- 
terest would be $2.00. Further, bank stocks 
and bank deposits are alike taxable at two 
mills on the dollar, while moneys and credits 
and all other intangibles are taxed at three 
mills. Such a scheme is over-elaborate, and 
hence unnecessarily confusing both to the 
taxpayer and the administrator. A three- 
mill rate on all intangibles, such as is found 
in Minnesota and Maryland would have been 
far simpler, much less complicated in opera- 
tion and no doubt fully as productive as the 
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existing plan, which strives vainly after 
careful distinctions.* 


This criticism is not sound. The 
opinion of many of the tax administra- 
tors in the State of Ohio indicates that 
the classification has not been confusing. 
On the contrary, they report that many 
taxpayers have listed intangibles because 
the taxpayers thought that the classi- 
fication brought equitable burdens. 
These tax officials further pointed out 
that the possibility of checking income- 
producing intangibles with personal in- 
come tax returns has greatly-increased 
the productiveness of the tax. Further, 
it is difficult to determine the value of 
some intangibles, such as stocks not 
listed on the market, and hence it is 
more feasible to tax their income yield. 

A sample survey of taxpayers made 
by the author indicated the general 
satisfaction with the present classifica- 
tion. Not one taxpayer objected to the 
tax because of an excessively com- 
plicated classification, and the great 
majority were of the opinion that a 
property tax measured by income is 
preferable to an ad valorem tax. 

Therefore, it is concluded that, in 
the absence of a state income tax, the 
Ohio system of taxation of intangibles 
is superior in theory to taxation of all 
property at a uniform rate and to a 
single tax at a low rate on all intan- 
gibles. 

The Effect of the Ohio System on 
Broadening the Tax Base. The classi- 
fied personal property tax went into 
effect in Ohio in 1932. One of the 
primary purposes of the Classification 
Act of 1931 was to secure a greater re- 
turn of personal property, especially 
intangible personalty. 


8 Lutz, op. cit., p. 390. 


| VoL, IV 


Table 1 clearly indicates that there 
has been a considerable broadening of 
the tax base and a spread of the tay 
burden over several billion dollars of 
intangibles which previously remained 
untaxed. The assessed value of tangible 
property fell as was to be expected in 
depression years, and it is only in recent 
years that the value of tangible per. 
sonalty has exceeded that of preclass- 
fication years. These data, however, do 
not indicate the completeness of the as- 
sessment of intangibles in Ohio. 


The Completeness of Assessment of 
Intangibles in Ohio. It would be ex- 
tremely difficult to determine an accu- 
rate measure of the completeness of the 
assessment of intangibles in Ohio. Some 
measures however, can be secured. A 
study was made of the intangibles of 
estates up for probate in the probate 
courts in five counties in Ohio. The 
intangibles listed for probate were 
checked with the last personal property 
return made by the decedent. It was 
found that 63.36 per cent of the in- 
tangible personal property subject to 
return by the decedent was accurately 
reported for taxation. This figure may 
be higher if allowance is made for the 
fact that some of the productive in- 
tangibles may have been purchased in 
the year of the death of the decedent, 
in which event the income from them 
would not be subject to taxation until 
the following calendar year. It was 
interesting to find that the higher the 
value of intangibles, the more complete 
was the reporting of the personalty for 
taxation. Of over 200 estates studied, 


there was only one case in which no in- 
tangible personal property tax return 
had been made by the decedent. This 


sample, although comparatively small, 
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indicates that the assessment of intangi- 
ble property in Ohio represents a per- 
centage completeness that has never 
been reported by any other method of 
taxation of such property. 

Another attempt to test the com- 
leteness of assessment in Ohio was 
made in 1939 by Robert S. Ford and 
William B. Wood. They computed the 
ratio of the assessed valuation of all in- 
tangibles to the sum of deposits and 


INTANGIBLE PROPERTY TAXATION 357 


179 per cent.* 

Both of these studies provide a valid 
basis for concluding that the assessment 
of intangibles is more complete under 
classification than under the previous 
method. It must, however, be also con- 
cluded that the record is not good 
enough, and further efforts should be 
made to reduce the evasion of the tax. 
Along these lines, if all taxpayers were 
required to file a copy of their federal 


TABLE 1 
ASSESSED VALUATION OF VARIOUS CLASSES OF PROPERTY IN OHIO, 


SELECTED YEARS 








————— — 


Real Estate and 


Personal Property 


Intangible 


Tangible 
Personal Property * 








Public Utility Property 











Year ee 

Value in 2 are Value in pee Value in ph 

Millions Assessment Millions Assessment Millions 4 sessment 
1930 $11,030 81.9 $1,556 113 $ 867 68 
1931 10,004 100.0 aT ES ae vaca oars 
1932 9,156 53.2 876 5.1 7,174 41.7 
1933 8,072 56.1 710 49 5,585 39.0 
1934 7,995 58.5 688 5.0 4.983 36.5 
1935 7,930 56.7 754 56 5,302 37.7 
1940 8,287 513 989 6.1 6,863 426 
1947 9,848 46.4 2,597 12.2 8,783 414 











value figure. 


*The reported income from productive investments was capitalized at 6 per cent to get the 


+ Personal property abstract for 1931 was annulled by Ohio Amended Senate Bill no. 323. 
Source: Annual Reports of the Ohio Tax Commission through 1935 and Reports of Department 


of Taxation thereafter. 


mortgages. Prior to classification, this 
ratio did not exceed 41 per cent and in 
four years the assessed valuation was 
less than 30 per cent of the total mort- 
gages and deposits. These figures indi- 
cated a high incompleteness of assess- 
ment prior to classification. 

After the adoption of the classified 
plan, the study showed that the assessed 
valuation of all intangibles was substan- 
tially greater than the amount of mort- 
gages and deposits in Ohio. From 1932 
to 1936, the percentage of assessed valu- 
ation of all intangibles to mortgages and 
deposits ranged from 373 per cent to 


income tax return with their intangible 
personal property tax return, there 
should be an increase in the percentage 
of intangibles listed for tax purposes. 
Further, the personnel of the Personal 
Property Tax Division of the Depart- 
ment of Taxation should be expanded 
so as to insure a more accurate and 
comprehensive audit. With these 
changes in the administration of the in- 
tangible tax, the completeness of assess- 
ment should approximate 100 per cent. 


4 Robert S. Ford and William B. Wood, Taxation 
of Intangibles in Michigan (Ann Arbor: University 
of Michigan Press, 1939). 
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Effect of Classification upon Tax property tax from real estate to other types 
Levy on Intangibles. No further at- of property.® 
tempt was made to study the effect of 
classification upon the tax levy on in- A study of the tax levies on different 
tangibles than that made by Mr. Ford types of property, as shown in Tables 2 
and Mr. Wood. These men concluded nd 3, should give some indication of 
that “although the actual levy on in- the respective burdens of taxation on 
tangibles was lower in the years after different classes of property. 
1932 than in 1930, it was higher in the The data of these tables seem to dis- 
new system than it would have been prove the conclusion reached by Profes. 
under the old.” ® sors Thewlis and Falconer. For 1932, 


TABLE 2 


Taxes Leviep ON Various CLASSES oF PROPERTY IN OHIO, 
SELECTED YEARS 


— —— —_—___— —_—__—___—— $$ $$ ">= 
: = a 


Real Estate and Tangible 


Intangible 





Yy Public Utility Property * Personal Property Personal Property Total in 
ear —__——_—_— ————————————_- — —_—_—_—_—_ — e218 
Taxesin Percentof Taxesin Percentof Taxesin Percentof Millions 
Millions Total Taxes Millions Total Taxes Millions Total Taxes 
1930 $286 819 $39 11.3 $23 6.7 $348 
1931 222 85.2 20 4a 19 7.1 261 
1932 201 86.9 16 7.0 14 6.1 231 
1933 181 86.5 16 76 12 5.9 209 
1934 150 83.6 15 83 15 8.1 180 
1935 153 83.2 16 8.9 14 79 183 
1940 162 79.7 22 10.9 19 94 203 
15.7 15 


1946 190 728 41 30 


| 








* Special assessments are not included. 
Source: Annual Report of the Department of Tazration, State of Ohio, 1947, p. 34. 


Relief to Real Estate. The next fac-_ the first year of the classification plan, 
tor to be considered is the question of the levy on real estate and intangibles 
tax relief to real estate. Professors J.D. amounted to 86.9 per cent and 6.1 per 
Thewlis and J. J. Falconer in a study cent, respectively, of the total levy. A 
made in 1942, concluded: comparison of the levies in 1930 and 
1935, shows that the relative and ab- 
sonal property returned for taxation just sol = burden on real vanes had de- 
about compensates for the lower rates on clined, while that on intangibles re- 
intangibles and the shift from true value to mained about the same. Since 1935, the 
a percentage of true value as a basis for tax- relative and absolute burden on real 
ing tangible property. In other words, estate has continued to decline while 
classification of property for taxation has 
not resulted in shifting the burden of the 


Apparently, the greater amount of per- 


6 J. D. Thewlis and J. J. Falconer, Public Revenue 
in Ohio with Especial Reference to Rural Taxation, 
Ohio Agricultural Experiment Station, Bulletin 638 
5 Ibid., p. 16. (December, 1942), p. 43. 
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TABLE 3 


Taxes Leviep ON Various CLASSES OF PropEeRTY IN OHIO AS 
PercentTaGe or Taxes LEviep IN 1930, SELECTED YEARS 


—_—_-—— —-- — —— -—. 


Real Estate and Tangible 


Year Public Utility Property Personal Property Personal Property 








one 


1930 100.0 100.0 


1931 778 51.0 
1932 70.5 414 
1933 63.4 40.5 
1934 52.6 37.6 
1935 53.4 41.5 
1940 56.7 56.3 
1946 66.5 103.8 








Intangible Total 
100.0 100.0 
794 749 
59.8 66.5 
52.5 60.0 
62.5 516 
619 526 
82.0 58.4 





—_——- 


Source: Computed from data in Table 2. 


that on tangible personalty and intangi- 
ble personalty has increased. Expressed 
as a percentage of taxes levied in 1930, 
the levy on real estate had declined from 
70.5 per cent in 1932 to 56.7 per cent 
in 1940 and 66.5 per cent in 1946 while 
the levy on intangibles by 1946 had in- 
creased from 59.8 per cent in 1932 to 
128.3 per cent of the 1930 levy. Al- 
though part of the decrease of the levy 
on real property was caused by the de- 
cline in rate following the adoption of 
the 10 mill rate limitation in 1934, it 
must nevertheless be concluded that the 
Ohio system of classification has sub- 
stantially reduced the tax burden on 
real estate since its adoption. 


Conclusions 


There is no doubt that the taxation 
of intangible personal property has ac- 
cumulated more confusion, incompe- 
tency, and dishonesty than any other 
tax in our system of taxation. Because 
of the theoretical considerations of re- 
sulting double taxation and the adminis- 
trative problem of wholesale evasion, 
the only consistent course for those who 


| desire the substance of uniformity and 


equality would seem to be to exempt in- 
tangibles from the general property tax. 
This does not mean that they should be 
exempt from all taxation. The income 
from intangibles should be taxed under 
a general income tax. Failing this, the 
next most rational course would be 
classification. 

This is the situation in Ohio. Al- 
though the constitution permits a state 
income tax, as long as the assembly is 
controlled by rural areas the chance that 
a general income tax will be enacted is 
small. In other states which do not 
levy an income tax, it is recommended 
that the Ohio system be given careful 
consideration. 

The classification in Ohio is sound in 
theory, and tax administrators and tax- 
payers generally feel that the tax is 
equitable and that it is being uniformly 
administered. The Ohio system has 
spread the tax burden over several 
billion dollars of intangibles which pre- 
viously remained untaxed, thus broad- 
ening the tax base. Several bank 
officials have stated that prior to classi- 
fication, a large amount of trust busi- 
ness was lost to New York where no 











360 


property tax is levied. Since the adop- 
tion of the classified tax by Ohio, there 
has been little trust business lost to 
other states because of taxation and 
some of the trusts that had been estab- 
lished in New York to avoid the Ohio 
general property tax were revoked and 
put in the hands of Ohio trust com- 
panies. 

A sample study made of the com- 
pleteness of assessment of intangibles 
indicates that a relatively high per- 
centage, 63.36 per cent in our sample, 
is being reported. The Ohio system 
has further resulted in reducing the 
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burden on real estate which in most 
states is bearing too heavy a load, in. 
creasing, in turn, the rate of delin. 
quency. 

In administration, the Ohio system 
again provides a model of collection. 
at-the-source and information-at-the. 
source which is necessary for effective 
administration of any low-rate tax on 
intangible personal property. 

Consideration of such facts leads to 
the conclusion that the Ohio system 
represents a successful experiment in the 
taxation of intangible personalty. 
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INEQUALITIES OF RESIDENTIAL PROPERTY 
TAXATION IN METROPOLITAN 
BOSTON 


ROSWELL G. TOWNSEND * 


— it is generally recog- 
nized that the burden of real prop- 
erty taxation falls unfairly on various 
property owners, case studies of the 
nature and extent of inequalities are 
not numerous.' In this study of the 
metropolitan area of Boston, two par- 
ticular kinds of inequalities are con- 
sidered: (1) inequalities of taxation 
within cities comprising metropolitan 
Boston, and (2) inequalities between 
these cities. The desirability of tax 
equalization is discussed in each case, 
and it will be suggested that some im- 
provement in the equity of real prop- 
erty taxation could be realized by 
utilizing data which are available con- 
cerning assessments and selling prices. 

About 1,500 residential property 
sales covering the period from October 
1 to November 12, 1947, for the 
counties of Middlesex, Suffolk, and 
Norfolk were analyzed.2 The prop- 
erties were sorted by communities and 


*The author is associate professor of economics 
at Wilson College in Chambersburg, Pennsylvania. 


1] am indebted to Mr, William Loring and the 
Housing Association of Metropolitan Boston for as- 
sistance in carrying out this study. A fuller dis- 
cussion of the data and their meaning may be found 
in Some Economic Aspects of Urban Housing with 
Special Reference to Metropolitan Boston, unpublished 
doctoral dissertation, Harvard University Library, 
1948, 


? This information was made available through the 
courtesy of the Metropolitan Mortgage Bureau, Inc. 
The information is available on cards which give sell- 
ing price, assessment, date of sale, location, and type 
of property. Sales prices are secured from the reve- 
nue stamps on the deed. The Bureau, however, 
Verifies selling prices and assessments when possible. 


by one-, two-, and three-family (City 
of Boston only) houses. Assessment- 
to-sales ratios were then calculated for 
each property. 


I. Inequalities within 
Metropolitan Boston 


Massachusetts law states that the tax 
assessment value shall be the fair cash 
value * and shall be proportional for 
all properties. Assessment - to - sales 
ratios considerably below 100 per cent 
represent a lag of assessment behind a 
rising market but this in itself is not a 
matter of great concern.” However, 
inequalities in the assessment-to-sales 
ratios represent an unjust levy of the 
tax regardless of the price level. 


Table 1 presents assessment-to-sales 
ratios for single houses. Differences 
among cities will be considered below. 
Column 4, the percentage of assessment- 
to-sales, dollar weights, expressed on a 


3See Philip Nichols, Taxation in Massachusetts, 
3d ed. (Boston, 1938), pp. 303 ff., especially 
p. 306: “The law is however clear. It does not 
recognize any such test as ‘normal value.’ Periods 
of great general business depression (or general pros- 
perity) actually affecting the cash which in exchange 
for the property a willing buyer would give and a 
willing seller take . . . covering a measurably sub- 
stantial time, must be regarded by the assessors and 
reflected in the assessed valuation.” 


4 Ibid., pp. 112, 113. 


5 It does result, of course, in higher tax rates, but 
on a lower base. Consistent assessments of less than 
market values do greatly complicate relief for an 
overassessed taxpayer, since neither he nor the asses- 
sor knows the correct assessment-to-sales ratio to be 
used. Nor can such a ratio, if known, be justified 
legally. 
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ratio of the same percentage, equal 
weights, provides a measure of fairness 
of the assessment practices within each 
jurisdiction.® A _ figure considerably 
above 100 shows that high-priced 
houses have been assessed at a high ratio 
whereas a figure less than 100 indicates 
that low-priced houses have been as- 
sessed heavily. Table 1 suggests, there- 
fore, that assessors ease up on the more 


TABLE 1 


PERCENTAGES oF ASSESSMENTS-TO-SALES PrIcE ror SiNcte Hovsss, 
REPORTED FOR OcToBER 1 TO NOVEMBER 12, 1947 
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houses and for the City of Boston by 
breaking down the properties according 
to selling prices and giving the asses. 
ment-to-sales ratio for houses falling jg 
different value ranges. Both the num. 
ber of cases and the ratios are provided, 
It is clear that in late 1947 the assess. 
ment valuations were relatively high o 
poor properties, low on middle and 
fairly substantial properties, and a bit 




















1 2 3 4 
City Number in —" be — be Ratio—Column 

Sample Dollar Weights Equal Weights 2to3 
Arlington ..... 54 46.8% 46.9% 100 
Belmont ...... 29 51.6 53.4 97 
Boston ....... 163 54.5 63.0 86 
Braintree ..... 38 48.2 48.0 100 
Brookline ..... 28 62.2 62.0 100 
Cambridge ... 39 60.7 64.5 94 
Dedham ...... 25 58.6 54.9 107 
Lexington .... 24 544 54.5 100 
Malden ...... 30 54.2 55.6 97 
Medford ..... 55 61.2 62.4 98 
Melrose ...... 32 49.9 50.2 99 
Milton ....... 14 47.0 43.9 107 
Needham ..... 23 48.4 49.5 98 
Newton ...... 108 54.0 55.4 98 
eee 111 56.5 56.6 100 
Stoneham .... 18 54.0 54.6 99 
Waltham ..... 28 47.6 48.1 99 
Wellesley ..... 35 47.5 48.0 99 
Winchester ... 25 68.0 73.7 92 
Winthrop ..... 20 61.4 63.6 97 





expensive properties in Boston, Cam- 
bridge, and possibly Winchester (the 
sample is small for Winchester) , whereas 
these properties appear to be relatively 
overassessed in Milton and Dedham 
(but again the sample is very small). 
Table 2 develops the inequality of as- 
sessment practice for suburban single 


6 Column 2 was secured by totaling the assessments 
and the sales prices for all sample cases in each city 
and then by finding the aggregate assessment to ag- 
gregate sales ratio. This procedure gives a heavier 
weight to more expensive houses. Column 3 repre- 
sents an arithmetic average of the assessment-to-sales 
ratio calculated separately for each property. 


higher on expensive houses. These 
valuations may represent failure of the 
assessors to keep up with the sharply 
rising prices of medium-priced houses. 
Periodic analyses of assessment-to-sales 
ratios could provide the assessors with 
a means of preventing inequalities 
which vary consistently according t 
the value of the taxable properties. 

Still another statistical measure is 
available as a test of the adequacy of the 
assessment practice. If assessments were 
perfect and all sales represented the 
true market value of the property, 4 
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perfectly uniform assessment-to-sales 
ratio would exist. But of course the 
gssessment practice is not perfect nor 
do market sales represent a unique value 
of the property. If, however, a study 
were made of the deviations from the 


Table 3 shows the average deviation 
from the assessment-to-sales ratio for 
the City of Boston and for three subur- 
ban areas. The relative deviation from 
the mean shows the relationship be- 
tween the average deviation of the as- 


TABLE 2 
Boston AND SuBuRBAN Houses 


FREQUENCY DISTRIBUTIONS oF SALES Prices AND AVERAGE ASSESSMENT-TO-SALES 
PERCENTAGES, BY SALES Pricp AND Type Hovsgs, 
Ocroser 1 to Novemser 12, 1947 

















Sales Suburban Boston Suburban Boston Boston — 
Price Singles Singles Two-Family Two-Family Three-Family 
Num- Per Num- Per Num- Per Num- Per Num- Per 
ber cent ber cent ber cent ber cent ber cent 
$ 0-$ 3,999 14 73 21 84 eS “s De a we a 
4,000- 4,999 20 63 23 73 22 92 32 82 39 92 
5,000- 5.999 22 («68 > , a ae m v ne te 
6,000— 6,999 37 61 38 61 16 71 isk re oe ie 
7,000- 7,999 57 60 7 70 25 73 55 87 
8.000—- 8,999 63 58 91 54 18 67 
9000- 9,999 71 55 = 25 69 me os ne ai 
10,000— 10,999 73 54 25 51 18 65 39 62 38 74 
11,000- 11,999 57-52 . 30 ~=«61 6 ‘a a Se 
12,000— 12,999 57 55 15 64 17 61 a a + ail 
13,000- 13,999 53-452 ” 9 59 23 «COG 18 69 
14.000— 14.999 40 50 » 50 12 60 
15,000— 15,999 41 50 . 8 58 
16,000- 16,999 37 50 ‘ 
a a a a 
19,000- 19,999 a a 
20,000— 20,999 19 53 
21,000— 25,999 30 54 9 66 
26,000— 30,999 17 58 
Over 31,000 13 55 





Note: Five extreme items omitted in averaging items within sales classes. The location of 
the figures indicates the different class intervals for the five distributions. 


average assessment-to-sales ratio for one 
city, compared with others, the market 
variations of actual sales prices from 
some “true” value might be assumed 
to be the same or at least similar. If a 
striking lack of uniformity character- 
ized one city, compared with others, 
this should be attributed to differences 
in the efficiency of the assessment 
practice. 


sessments divided by the average as- 
sessment-to-sales ratio. The City of 
Boston shows a much greater lack of 
uniformity in the individual property 
assessments (an average 30.5 per cent 
variation) compared with suburban as- 
sessments (about 18 to 19 per cent 
variation). The explanation of this 


7 In passing it may be noted that the heterogeneous 
suburban homes are more difficult to assess than the 
more homogeneous Boston residential properties. 
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inefficiency of the assessment process in 
the City of Boston may lie in the 
quality of the assessors, the ward sys- 
tem, the process of assessment itself, or 
perhaps other factors not readily ap- 
parent. Statistical tests such as Table 
3 may provide a check for each city as 
to the efficiency of the assessment 
process. 
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capitalized, however, only when (1) 4 
sale occurs after the unfair assessment 
is imposed (or expected to be imposed), 
(2) when the unfair assessment is ex. 
pected to continue, (3) when the 
buyers are aware of the fact that th 
assessment is unfair, and finally (4) 
only when economic account is taken of 
the fact that a high assessment lower 


TABLE 3 
AVERAGE DEVIATION oF ASSESSMENT-TO-SALES PERCENTAGES 


Boston AND THREE SUBURBAN GROUPS 
Stncte Houses 














City Number in Average Average Relative Deviation 
- Sample Assessment Deviation from Mean 
Per cent Per cent Per cent 
are ee 163 63 19.2 30.5 
Suburban I* ....... 142 63.1 11.4 18.1 
Suburban II* ...... 345 55.5 10.0 18.0 
Suburban III* ...... 224 479 9.2 19.3 





Group I includes Brookline, Cambridge, Medford, and Winthrop. 
Group II includes Belmont, Dedham, Lexington, Malden, Newton, Quincy, and Stoneham, 


Group III 
Wellesley. 


includes 


Arlington, Braintree, 


Melrose, Milton, Needham, Waltham, and 


* These groups represent high, medium and low assessment-to-sales percentages. 
Nore: An adjustment has been made in Group III for the very low average assessment 


in Milton. 
II. Desirability of Equalization 


Tables 1, 2, and 3 suggest the need 
for fairer assessments between indi- 
vidual properties, especially for the City 
of Boston. The tax seems to fall more 
heavily on cheap houses and on two- 
and three-family houses. A presump- 
tion is established that equalization of 
the rates is desirable. This may be 
countered with the argument that once 
inequalities are established, they are 
capitalized when properties are trans- 
ferred. Equalization would then pro- 
vide a bonus to the owner of highly 
taxed property and a penalty to the 
owner of a property bearing a low as- 
sessment. An unequal tax assessment is 


value. 


To indicate the conditions required 
for capitalization of unequal assess 
ments is at once a criticism of the 
doctrine, for it seems apparent that for 
single homes especially, and to some ex 
tent for two- and three-family homes, 
these conditions are not generally ful- 
filled. Taking the conditions in order 
we find: (1) No data are available as to 
the proportion of properties sold after 
an unfair assessment is levied, or the as- 
sessment becomes unfair by changes in 
market values, but it might not con 
stitute half of all properties. (2) If the 
assessment is obviously unfair, an 


abatement or new assessment may be. 
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(1) a} secured. Moreover, an unfair assess- in cases in which the assessment has not 
sment | ment is not a permanent thing. Assess- been capitalized.® 
osed), | ments do change, and so do the values “a eats , 
is eX | of the properties themselves. (3) 30 In vee iy Cities in 
nthe Buyers may not be aware that an assess- etropotitan Boston 
at the f ment is unfair, particularly when assess- Table 4 lists the assessment-to-sales 
y (4) } ments diverge from fair cash value. ratios (based on equal weights) from 
ken of | Even professional real-estate dealers and Table 1 and the 1947 tax rates. By 
lowers | bankers have only rough notions from multiplying the actual tax rate by the | 
personal experience of the normal assess- assessment-to-sales ratio for each city, 
ment ratio. (4) It is at least possible a true rate of taxation is secured, as in 
TABLE 4 | 
Sincte Houses Boston anp SELecrep SuBuRBAN Towns | 
CALCULATION oF TRUE Rate or TAXATION AND AVERAGE TRUE RATE Per SINGLE House 
iation i 
' Number ——— 1947 Tax True i: 
City a. Assessment 
Sample (Equal weights) Rate Rate 
OID ic ieces ices 54 46.9 $42.80 $20.10 
reer ne 29 53.4 31.00 16.60 
RS a's ake xs 28 62.0 33.70 20.90 
Sambridge ........- 39 64.5 35.50 22.90 
5 xs cee dnen 25 54.9 35.00 19.20 
BMCOM 5 ccccccses 24 54.5 36.00 19.60 
eham. | Malden ............. 30 55.6 44.60 24.80 
n, EP eee 55 62.4 42.00 26.20 
SNS ois vid watecnta 32 50.2 36.40 18.30 
OS ere 14 43.9 33.50 14.70 
ssment | Needham ........... 23 49.5, 31.50 15.60 
SD 2eecesaceexs 108 55.4 32.00 17.70 
is shin ia 6 68 0 66.4 111 56.6 33.00 18.70 
RRS ee 28 48.1 42.20 20.30 i 
scol Se 35 48.0 31.00 14.90 
quir Winchester ......... 25 73. 32.80 24.20 
assent Winthrop ........... 20 63.6 39.00 23.50 
6 meen ............. 163 63.0 46.50 29.30 
at for ; . . 
ne ex: | that in some cases a high or low assess- column 4 of Table 4. In general, this 
iomes, | Ment is taken by both buyers and _ true rate has a negative correlation with 
ful sellers, or the duped buyer or seller as the economic level of the city: the 
order | the case may be, as an indication of wealthier the city the lower the true 
asp true value. To the extent that this is rate of taxation. Boston itself is strik- 
after | 8» Capitalization is reversed. ingly higher than the surrounding cities. 
he a While it is certainly true that some [If an average for single houses is taken 
ges in unfair assessments might have been of all cities in Table 4, except Boston 
- coms | capitalized and equalization would then ogre by number of dwelling j 
If the | provide a windfall gain or loss to the units), the suburban tax rate would be 
r, an present owner, there seems to be more 8 Moreover, assessments and market values do 
ay evidence that equalization would cor- change, though sometimes slowly. It would be a 
y ie complicated and difficult task for the assessors to 4 
tect a far greater number of injustices preserve the inequalities to avoid injustice. 
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ideally an equalization of rates between | 
cities would be desirable. When | — 
wealthier families congregate in newer 
suburban communities service costs are 
less and the tax base is larger. Hence} | 
the rate of taxation, especially the a | . 
valorem rate, is less than for centrally } 
located poorer communities. The move. | : 
ment to the suburbs is in part prompted 
by a desire to evade property taxation 


$19.50 per thousand dollars of market 
value, whereas the rate of $29.50 for 
the City of Boston is about 50 per cent 
higher. The Boston rate is about 100 
per cent higher than Wellesley. 

Table § reveals the true rate of tax- 
ation for two-family houses in certain 
suburban cities and for both two- and 
three-family houses in the City of 
Boston. It is again apparent that in 


ats = - Sk as 


TABLE 5 
SusursaAn Two-Famiry Hovses 
Boston Two- AND THREE-Famiry Houses 
CALCULATION OF TRUE RATE or TAXATION AND AVERAGE TRUE RATE PER PROPERTY 














Per cent - 1 

; Number 1947 Tax True 
City Sample (Equal oeghis) Rate Rate I 
a ( 
pre 23 57.4 $42.80 $24.60 t 

See i 19 64.2 31.00 19.90 
Brookline .......... 8 68.8 33.70 23.20 
Cambridge ......... 12 88.4 35.50 31.40 k 
DRED, vo. vakvwns 16 68.1 44.60 30.40 d 

NS errr 20 70.6 42.00 30.00 
BONO oviccdecoces 11 63.6 36.40 23.20 " 
DE re 9 60.2 32.00 19.30 a 
Me oss a's sive'e> 15 71.9 33.00 23.70 s 
Somerville .......... 88 69.8 42.90 30.60 k 
EE oe 15 68.1 42.20 28.70 p 
Watertown ......... 27 64.7 39.10 25.30 b 
Boston Two-Family . 128 68.6 46.50 31.90 - 
Boston Three-Family 155 82.1 46.50 38.20 f 








and the burden of servicing poorer | « 
families. Since the suburban com- | > 
munities are separately incorporated, it 
is easy to escape the higher rates in the } ¢£ 
urban areas, leaving these areas with | » 
poorer taxpayers and a greater service 


general, the true rate of taxation is 
lower, the wealthier the city, although 
the correlation is certainly not so good 
as for single homes. If an average of 
two-family homes were taken for all 
cities except Boston (weighted by num- 


ber of houses), the true rate would be burden.’® The view that differentials = 

$27.50 for these cities compared with ; : sf 

31.90 f B The Bost . 9 The differentials may not be so great as the fig- A 

$31. or oston. € boston rate = ures indicate since suburban communities may offer 4 

was 17 per cent higher than the subur- fewer services for the lower rates. Moreover, it . 
ban two-family rate. only differentials in the onerous rates which should 

be considered; in so far as the higher-rated commu ib 

: aot : : nity offers an added service, the statistical differential th 

IV. Desirability of Equalization may not be a true differential. th 

lai 

Tables 4 and $, since they show in- 10 Alfred Marshall restated his testimony before T 


the Royal Commission as follows: “For permanent 


equality in the true rates of taxation 
for different towns, seem to suggest that 


inequalities of onerous rates, though considerable, are 
less than is commonly thought; and many of them 
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should be equalized has been accepted 
by Victor Jones and Paul Studenski.™ 
Although a good case may be made 
for the unfairness of permitting such 
differentials originally, once the differ- 
entials have become established, it is by 
no means clear that equalization is de- 
sirable. Henry A. Simon has taken the 
position that equalization of tax dif- 
ferentials is undesirable.’* The argu- 
ment in general is that the differentials 
are capitalized; therefore, any equal- 
ization between communities would ef- 
fect a hardship on the owners in the 
low-rate communities and provide a 
windfall gain for owners in the high- 
rate communities. Once differentials 
come into existence, it is fairer to leave 
them undisturbed, if it is politically 
possible. The objective, instead, should 
be to equalize services, since service 
differentials are not capitalized to the 








ate due to accidents which cannot easily be foreseen, 
such as mismanagement by a particular group of 
local administrators. There is indeed one broad and 
perhaps permanent cause, which throws its shadow 
before, namely the tendency of the well-to-do to 
move away from crowded districts to roomy and 
fashionable suburbs; thus leaving the working classes 
to bear an undue share of the national duties towards 
the very poor. But no sooner does this evil become 
conspicuous, than legislation is invoked to remedy it, 
by widening the areas of rating for some purposes, 
so as to include poor and rich districts under the 
same budget; and in other ways.” Principles of 
Economics, 8th ed. (London, 1938), Appendix G, 
p. 798. 


11 Victor Jones, Metropolitan Government (Chi- 
cago, 1942), pp. 72-79, and Paul Studenski, The 


Government of Metropolitan Areas in the United 


States (New York, 1930), pp. 37-41, from Henry 
A. Simon, Fiscal Aspects of Metropolitan Consolida- 
tion (Berkeley, 1943), p. 23. 


12 Fiscal Aspects of Metropolitan Consolidation, 
ibid, This view was also expressed in 1899 before 
the Royal Commission of Local Taxation. See, e.g., 
the view of Prof. Sedgwick, Memoranda Chiefly Re- 
lating to the Classification and Incidence of Local 
Taxation (London, 1899), p. 104. 
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extent that tax differentials are capital- 
ized.** 

The reasoning underlying the argu- 
ment that tax differentials are capital- 
ized follows. Since a tax can be capital- 
ized only when the burden rests on the 
owner, capitalization of the differentials 
must occur through changes in site 
values.’* Since this is so, the low tax 
rate areas should be capitalized in the 
form of high site values and vice 
versa.” In equilibrium, these values 
are so adjusted that returns are equal in 
both areas, despite the tax differential. 
Hence, “it may be concluded that an 
unanticipated increase or decrease in 
tax rates will work a hardship or pre- 
sent a windfall, as the case may be, to 
the owners of property who are subject 
to the tax.” ** Simon summarizes: “ If 
there is any inequity in the way in 
which property taxes are distributed, 
that inequity becomes, through the ex- 
change of property, an historical one, 
irremediable by a change in tax rates. 
We showed that it is highly probable 
that the larger part of the tax differ- 
entials among different cities within a 
metropolitan area are capitalized. If 
this is true, tax equity would not be 
furthered by the abolition of tax dif- 
ferentials in a metropolitan area.” 1” 


Not all the links in this chain of 


reasoning are strong enough to draw 
the conclusion as firmly as Simon does. 


13 Simon, op. cit., pp. 3-6. 


14 That is, in general, the values of improvements 
are determined by costs of new construction and 
hence differing rates of taxation cannot affect these 
values. 


15 Simon does not seem to include this phase of the 
argument, but it is at least implied. 


16 Simon, op. cit., p. 19. 
17 [bid., p. 23. 
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These weak links are as follows: 

1. Simon assumes, in the main argu- 
ment, that service differentials are 
capitalized less than are tax differentials. 
No evidence is presented for this. But 
people do consider the relative values of 
school and other municipal services in 
purchasing or renting a home. More- 
over, many home purchasers entirely 
neglect tax differentials. There seems 
to be no particular reason, then, for the 
assumption that service differentials are 
capitalized less than are tax differentials. 


2. Capitalization can occur only 
when property is sold. No statistics 
are presented, nor is any evidence sug- 
gested as to what proportion of prop- 
erties is sold.*® 


3. There is an implicit assumption in 
Simon’s reasoning that the supply of 
land is not elastic in either tax area. 
Changes in demand for sites are as- 
sumed to drive up site values to the ex- 
tent of the tax advantage, and to lower 
values in the high-tax area. But if the 
supply of land is elastic in the low-tax 
area, then the price of sites cannot be 
driven up very much and, hence, 
capitalization of the lower rates cannot 
occur.’® New purchasers may always, 
in this case, get a house and land for 
about the same price, regardless of tax 
differentials, and hence enjoy the lower 
tax rate. Equalization would not, then, 
place an extra burden on the low tax- 


18] may be further pointed out that where a 
man sells one home to buy another, in the same tax 
jurisdiction, the effect is as though no sale transpired. 
Only mew purchasers of homes in a given district 
stand to gain or lose by equalization. 


19 A reminder is again made that if new houses 
are built at all, then the value of the house itself is 
governed by construction costs and cannot be capi- 
talized. The capitalization argument here must rest 
on changes in site value alone. 
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rate areas, but simply correct an in. 
justice. 

The Simon presentation of the cag 
for capitalization of the differential tay 
rate in the suburban lower-rate arg 
seems to rest in part on inelasticity of 
the supply of land for residential pur. 
poses. The usual metropolitan are 
(and this is certainly true for Boston) 
consists of a central built-up high-rate 
city or cities and a number of suburban 
towns with lower rates. For the 
central area, land appears to be inelastic 
in supply. But for suburban low-tax. 
rate areas, residential land appears in 
fact to be very elastic, primarily asa 
result of the general use of the auto. 
mobile. In Boston, at least, residential 
land in suburban areas is abundant and 
lots are plentiful at reasonable prices, 
A study made by the State Planning 
Board of the Commonwealth of Massa- 
chusetts in 1946 of the availability of 
land for residential use, though not 
considering the question of price, 
showed that in 109 zoned communities 
alone enough land is available to build 
1,581,600 new dwelling units, or more 
than enough land to rehouse the entire 
state.” It would be difficult to argue 
for Boston, and it seems true of most 
metropolitan areas, that the lower 
suburban tax rate was capitalized ina 
higher initial site value and, therefore, 
that equalization of the rate would be 
unfair to suburban owners. 

Nevertheless, the tax differential does 
result in lower values in the central 
areas and this is particularly so when 
new houses are not being built or when 
existing houses are not close substitutes 
for new houses. In these cases, higher 


20 Report on Residential Area Survey (Boston 
1946), p. 10. 
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taxes reduce net incomes and hence 
values. An added effect of the differ- 
ential is to shift the use of housing from 
the high-rate to the suburban areas, 
since annual suburban housing costs are 
cheaper, thus further reducing the rents 
and values of urban housing.” In so 
far as the urban houses have changed 
hands, then, equalization of the rates 
would cause windfall profits to accrue 
to present owners. 

The fairness of equalization of tax 
rates between metropolitan communities 
js, therefore, not clear. A sudden 
equalization seems not desirable, but 
steps to prevent the differential from 
increasing and probably some gradual 
steps toward equalization would seem 
to be justified. 


21 The tax differential does not, however, raise the 
values of suburban housing in the long run since 
new houses can be built on low-cost land. Since the 
short-run supply conditions of new construction are 
inelastic, a sudden increase of the differential would 
raise costs and prices of suburban houses. 


V. Conclusion 


The analysis of assessment-to-sales 
ratios of residential properties in metro- 
politan Boston shows substantial in- 
equality of assessments depending on 
the value of the property. These 
ratios could be used to make corrections 
in the assessments, and this equalization 
seems cleaily to be desirable. Exam- 
ination of these ratios also shows that 
assessments are more unfair to indi- 
vidual property owners in the City of 
Boston than in suburban areas. Statis- 
tical analysis of assessment-to-sales 
ratios can provide a check on the 
adequacy of assessment practices. 

The study of true rates of taxation 
reveals that wealthier suburban com- 
munities are taxed less than are poorer 
central ones. Consideration of the 
process of capitalization suggests that 
this inequality should, if possible, be 
gradually removed. 
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FRINGE GROWTH AND TAX RATES 


ROBERT C. SCHMITT * 


HAT EFFECT does the existence 

of a large fringe population have 
on the tax rate of the central city? 
This question has considerable bearing 
on annexation policy. The exact an- 
swer will vary in specific instances, but 
some general conclusions are possible 
through analysis of available data. 

The table given below is based on 
information recently published on city 
tax rates’ and the population of “ ur- 
banized areas.” * Each of twenty cen- 
tral cities with extensive fringe areas 
was matched with a comparable city in 
the same state having little or no fringe 
population.* It was thus possible to 


* The author is chief of research for the Seattle 
City Planning Commission. 


1 Bureau of Governmental Research (Detroit), 
“Tax Rates of American Cities,” National Municipal 
Review, XL (January, 1951), pp. 17-38. 


2U. S. Bureau of the Census, “ Population of Ur- 
banized Areas: April 1, 1950,” 1950 Census of Popu- 
lation—Preliminary Counts, Series PC-3, No. 9 
(February 1, 1951). ‘‘ An urbanized area consists of 
one or more cities of 50,000 or more and all the 
nearby closely settled suburban territory, or urban 
fringe.” 


3 The paired cities were: Mobile and Montgomery, 
Alabama; San Bernardino and Fresno, California; 
Bridgeport and Waterbury, Connecticut; Tampa and 
Jacksonville, Orlando and St. Petersburg, Florida; 
Rockford and Decatur, Peoria and Springfield, Illi- 
nois; South Bend and Fort Wayne, Indiana; Waterloo 
and Sioux City, Iowa; Brockton and Lowell, Massa- 
chusetts; Lansing and Flint, Kalamazoo and Saginaw, 
Muskegon and Pontiac, Michigan; Binghamton and 
Utica, Schenectady and Niagara Falls, New York; 
Dayton and Toledo, Ohio; Johnstown and Lancaster, 
Reading and Altoona, Pennsylvania; Nashville and 
Memphis, Tennessee; and Port Arthur and Beaumont, 
Texas. 


hold many geographical and _ political 
factors constant. The same matched 
cities were used to compare assessed 
valuation per capita. Both tax rate 
and assessed valuations were adjusted to 
current market value, since many cities 
assess property at less than full value, 
The unweighted averages for each 
group of twenty cities and the statistical 
significance of their differences are sum- 
marized in the accompanying table. 

There was little actual difference in 
1950 between the average adjusted tax 
rate of the twenty cities with populous 
fringe areas and the twenty with little 
or no fringe population. In fact, an- 
other sample of the same number of 
matched cities might well reveal no dif- 
ference at all. It would thus appear 
that a cordon of unannexed commu- 
nities makes for no higher tax rates in 
the central city than does the absorp- 
tion of peripheral growth implied in 
the data for the second group. 


Trend data reveal distinct differences 
between the two groups. Since 1945, 
rates for central cities with dense fringe 
areas have declined almost 10 per cent 
when adjusted to current market value 
The group with little or no fringe popu- 
lation, on the other hand, had an aver- 
age increase of 7.5 per cent. 


4 Adjusted rates for 1945 were taken from The 
Volker Fellows, “Tax Rates of American Cities,” 
National Municipal Review, XXXIV _ (December, 
1945), pp. 547-566. 
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Not unexpectedly, adjusted assessed 
valuation per capita was found to be 
lower in the cities with little fringe 
population. By annexing the low den- 
sity, predominantly residential land on 
their outskirts, they had appreciably 
lowered their over-all average per 
capita. 

These figures suggest that annexation 
js no financial panacea for cities. From 
one point of view, the twenty cities 


10.7 square mile residential area, was 
likely to cause expenses far in excess of 
returns for a number of years. The 
other, a 214 acre tract heavily built 
with industrial plants, promised imme- 
diate high return relative to cost. Con- 
tinued absorption of areas of the first 
kind would probably lead to the need 
for a higher city tax rate. The reverse 
would be true if the city annexed only 
valuable industrial land. 


CHARACTERISTICS oF 40 Matcuep Cities: 1950 








Unweighted average 








Characteristic 20 cities with 20 cities with eer 
large fringe little fringe 
population population 
Urbanized area population ............ 146,400 143,000 
Per cent population in central city ..... 67.9 87.6 ona 
RIES: Siks:inis da Relat w hie Caren d de eeleee $25.22 $26.94 1.55 
Tax rate trend since 19457 ............ -9.6% +7.5% 2.90 
Assessed valuation per capitay ......... $1,775 $1,562 2.89 





*A measure of sampling reliability. A ratio of 1.55 indicates a greater than 10 per cent 
probability that the observed difference is due to chance sampling variation. Ratios of 2.89 or 


more indicate less than 1 per cent probability. 


+ Adjusted to current market value. 


with little fringe growth may be re- 
garded as an annexing group; the cities 
with large fringe populations, con- 
versely, may be considered as a non- 
annexing group. It is significant that 
tax rates are, if anything, more favor- 
able in the nonannexing cities. Munic- 
ipal governments should not expect an 
uncritically applied pro-annexation pol- 
icy to produce improved tax rates. 
Specific cases may not conform to this 
general conclusion. Late in 1951, the 
City of Seattle was considering two ma- 
jor annexations. One, a sparsely settled 


Furthermore, the effect of annexa- 
tions on tax rates is only a small part of 
the broader problem. Annexation pol- 
icy should be based on many differ- 
ent considerations—the socio-economic 
unity of the central city and fringe, 
inefficiency resulting from duplicated 
personnel and facilities, and similar 
questions. It is true that a heavy fringe 
growth does not appreciably affect the 
tax rates of the central city. Other by- 
products of nonannexation may or may 
not be desirable. 
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The Illinois State Budget for the Biennium 
July 1, 1951 to June 30, 1953, and 
Services and Costs: 1950. By Depart- 
MENT OF FINANCE, State of Illinois. 
Springfield, Illinois, 1951. Pp. 499 
and 61. 


It may seem odd for the printed budget 
of a state government to be noted in the 
book review section of the National Tax 
Journal. After all, budget documents are 
issued annually by a number of states and 
biennially, in one form or another, by the 
remainder. Nearly as common are popular- 
ized state reports of the “‘ where the money 
came from and where it went” variety. 
Yet, although the two recent Illinois publica- 
tions cited above are of these familiar types, 
they are so unusual in actual content as to 
deserve attention far beyond the boundaries 
of Illinois. They provide much-needed 
examples of understandable and yet in- 
tellectually respectable presentation of in- 
formation about the finances of a major 
government. 

Perhaps the most outstanding feature of 
the 1951 Illinois budget is its comprehen- 
siveness. An analysis made a few years ago 
by the Governments Division of the United 
States Bureau of the Census showed that 
only half of the state budgets issued in 1947 
presented figures covering as much as 50 
per cent of all the respective states’ expendi- 
ture (even aside from unemployment com- 
pensation benefits, paid out by the states but 
universally excluded from budget presenta- 
tions). Recent previous Illinois budgets 
have been better than average in this re- 
spect. They have included, for example, 
total revenue and expenditure amounts as to 
state-collected locally-shared taxes. How- 
ever, the 1951 Illinois budget goes still 
further toward providing a really compre- 
hensive picture of the state’s income and 
outgo by bringing in certain significant 
revenue and expenditure amounts (particu- 
larly as to federal aids) which had previously 
been omitted. 


a 


The 1951 Illinois document also excels the 
average state or municipal budget in its 
grouping and summarization of aggregates, 
From the first few summary tables, even 
the casual reader can see comparative 
biennial appropriation totals from “ state 
funds ” and “ federal funds ”; for the four 
main type-of-spending categories, “ oper- 
ations,” “aids and grants,” “‘ new capital 
outlay,” and “debt service and tax re- 
funds”; and, under the first three of these 
broad headings, totals and significant detail 
figures as to the eight major functional 
classes applied to expenditure. These sum- 
mary presentations are so constructed as to 
reflect the existence of certain special funds 
and accounts. However, this necessary 
complication is subordinated to the primary 
purpose of giving an orderly over-all picture 
of the state’s finances. 

Nor is the reader—as in many instances 
—left with only a brief gubernatorial mes- 
sage and budget officer’s letter of transmittal 
as a guide to reams of revenue and expendi- 
ture figures. The latter are provided (still 
in considerably more detail as to personnel 
and minor objects of expenditure than seems 
necessary for legislative action and public 
information) , but they are supplemented by 
well-written textual material which gives 
meaning and background to the figures. 
The twenty-six text pages devoted to “ Pro- 
posed Distributive and Capital Expenditure” 
describe policies and proposals in the light of 
past trends, economic expectations, and the 
like. Nine closely-printed pages explain 
clearly the “‘ Revenue Outlook,” and describe 
the basis of estimates for all significant 
revenue sources. (Here, incidentally, the 
complexities introduced by multiple funds 
and earmarking of revenues are nicely 
illustrated in a table showing the allocation 
into five parts of “ revenue from horse rac- 
ing ”—which altogether makes up about 2 
per cent of the state’s total income.) A 
separate textual portion follows for each or- 
ganizational unit, dealing with its nature 
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and current operations. In the case of rela- 
tively large units and those for which sharp 
changes in cost are indicated, these sections 
generally offer some direct background for 
dollar amounts presented. 

No doubt an even less complex and more 
informative budget would be made possible 
in Illinois by changes in fund and organiza- 
tion structure, legislative habits, and appro- 
priation patterns. Yet, since these problems 
and limitations are so widely found also in 
other states and in municipal governments, 
the outstanding presentation job which has 
nevertheless been accomplished may have 
even greater value as a challenge to execu- 
tives and budget officers elsewhere. 


Services and Costs: 1950, the other pub- 
lication cited above, bears the subtitle “A 
Report on your Illinois State Government: 
Where the money came from and what it 
bought.” The foreword warns that this 
is primarily a popular report and that the 
technician should look elsewhere for detail 
and technical discussion. Nevertheless, this 
pamphlet deals most simply and effectively 
with major ramifications of Illinois state 
finances, and shares with the 1951 Illinois 
Budget the unusual virtue of comprehen- 
siveness. 

Illinois expenditure is presented primarily 
in terms of major state functions, and then, 
again, in terms of “the forms of expendi- 
ture ”—operations, capital costs, aids to in- 
dividuals, grants to local governments, and 
interest on debt. 

Perhaps the most striking characteristic of 
the text is its effectiveness in providing per- 
spective. The role of government as a sup- 
plier of services not readily provided individ- 
ually or commercially is presented clearly. 
Revenues and expenditures of the state are 
discussed in the light of historical trends; 
compared with financial magnitudes of other 
states; and related to the finances of local 
governments and the Federal Government. 

Such background discussion generally 
avoids the “loading” favorable to one’s 
own government, administration, or policies 
which too often impairs the objective tone 
of popularized financial reports. Scattered 


throughout the text are striking analogies 
and down-to-earth examples—e.g., the 
demonstration on page 9 that “ it costs less 
to buy roads than to buy parking space! ” 
In marked contrast also to the provincial 
attitude sometimes found in print is the fol- 
lowing conclusion of a treatment of Illinois 
revenue from “ Federal Grants ”: 


So far as Federal aids alone are concerned, Illi- 
nois in effect ‘subsidized’ the other states, as a 
group; our share in the total of Federal funds al- 
located as aids to state governments was less than 
proportionate to either our population or our con- 
tribution to the Federal Treasury. The same situa- 
tion exists within the State, where we find that 
some localities receive back less in school aid than 
they pay in toward the total amount the State 
earmarks for distribution to school districts. .. . 
This simply evidences operation of the principle of 
equalization: taxes tend to come from those persons 
and areas that possess tax-paying capacity, while 
expenditure is made where Congress or the Gen- 
eral Assembly determines that needs are greatest. 


George W. Mitchell, who was Illinois 
Director of Finance when these publications 
were issued (but who recently resigned to 
become Vice President of the Federal Re- 
serve Bank in Chicago) has—no doubt with 
considerable assistance from an able staff— 
made an important contribution through 
these volumes to more effective state budget- 
ing and financial reporting. 


ALLEN D. MANVEL 
Washington, D. C. 


Defense without Inflation. By ALBERT G. 
Hart. New York: The Twentieth Cen- 
tury Fund, 1951. Pp. 186. $2.00. 


Financing Defense: Federal Tax and Ex- 
penditure Policies. By ALBERT G. Hart 
and E. Cary Brown, assisted by H. F. 
RasMussEN. New York: The Twentieth 
Century Fund, 1951. Pp. 161. $2.00. 


These volumes are the first two in a pro- 
jected series of at least four studies of the 
major issues of economic policy in the 
emerging defense economy. ‘The first vol- 
ume presents an able over-all review of the 
goals and dangers of our current mobiliza- 
tion and the major alternatives of policy 
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for economic stabilization. The second 
volume concentrates on the federal budget, 
analyzing in much more detail the various 
tax and expenditure policies open to the 
government in its effort to finance the de- 
fense program in ways which will avoid 
serious inflation. Subsequent studies will be 
devoted to similarly detailed treatments of 
monetary and fiscal problems, and of direct 
controls. 

Affirming our national policy of rapidly 
increasing military strength at home and 
among our allies to deter potential aggres- 
sion if possible and to be ready to meet it if 
it comes, the first study emphasizes a policy 
of readiness which can be sustained for as 
long as may prove necessary. Sustained 
readiness over an extended period requires 
that economic efficiency and productivity— 
in civilian as well as in military lines— be 
maintained and increased if possible. Effec- 
tive control of inflationary pressures is es- 
sential to the success of this policy. 
Granted that some price increases can be 
helpful in facilitating needed diversions of 
resources, “ inflation does not stop with just 
these desirable increases . . .” but spreads 
in a cumulating “ spiral (which) delays and 
thwarts the adjustments which have to be 
made’; it impairs productive efficiency, 
weakens work incentives, leads to bitter dis- 
trust and intergroup conflict within the 
nation, and undermines essential political 
processes. 

A separate chapter examines the basic 
causes of inflation in terms of the “ upward 
pull” on prices created by excessive de- 
mands on the one hand, and the “ cost 
push ” set up by upward pressures of wages 
and material prices on the other. Stressing 
the severity of these pressures during the 
‘** mobilization hump” and the necessity of 
adapting stabilization strategy to the in- 
evitable uncertainties of the mobilization 
period, the study contains three brief chap- 
ters of some 20 or 25 pages on the useful- 
ness and limitations of direct controls and 
fiscal and monetary measures for stabiliza- 
tion in this context. Basic differences be- 


NATIONAL TAX JOURNAL 


| VoL. IV 


tween the present situation and conditions 
during the last war are emphasized with the 
conclusion that we must rely primarily on 
fiscal and monetary measures to achieve sta- 
bilization during the period of mobilization 
and “readiness.” Direct controls, while 
necessary, tend to wear out; a readiness 
economy must not subject them to heavy 
strain too early or for too long; and the 
success of these controls in making their 
own important contributions depends essen- 
tially on fiscal and monetary measures which 
will keep the excess demands to be repressed 
within reasonably small magnitudes. While 
monetary policy has much to contribute, the 
strongest and most reliable tools of sta- 
bilization policy involve federal revenues 
and expenditures. 

In effect, Financing Defense expands the 
25 page chapter on tax and expenditure 
policy of the first volume into a full book. 
The fuller analysis and discussion is very 
much worth while. Diagnoses of the pro- 
spective general economic situation and 
budget position are brought up to date 
(mid-1951) in the first and second chapters, 
which also relate budget policy to other sta- 
bilization measures and examine the possi- 
bilities of substantial reductions in infla- 
tionary pressure through cuts in nonessential 
outlays. The authors find that ‘ Most of 
the suggested economies are of a type that 
will not take hold immediately in reducing 
inflationary pressure, . . . While there is no 
reason for letting economy go by default, 
inflation can be controlled only by increased 
taxes. This harsh fact is one that must be 
faced by the American people and the Con- 
gress.” (p. 35) 

Professors Hart and Brown then examine 
the role of subsidies and tariffs in stabiliza- 
tion policy. Although these involve some 
exception to the rule that measures tending 
toward a larger deficit are inflationary be- 
cause they reduce the “cost push,” they 
nevertheless are likely to increase the “ de- 
mand pull.” Their role is consequently 
quite limited: “‘if the political log-rolling 
process of ‘ special privileges for everybody’ 
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once sets to work on subsidies, it is plain we 
will need massive taxes to offset the income- 
increasing effects. This fact is easily over- 
looked . . . . But if we rely on subsidies 
for anything more than adjustment at a few 
key spots to improve the ‘consumption 
mix,’ this budgetary requirement may pres- 
ently grow to the point of paralysis.” (p. 
45) 

The chapter on commodity taxes is espe- 
cially strong. These are classified into “ de- 
mand-shifters,” ‘‘ demand-absorbers,” and 
general sales taxes. The economic charac- 
teristics of commodities adapted to each of 
the former two levies are lucidly developed, 
and the generally favorable incentive effects 
of the taxes are well explored in brief com- 
pass, as are the possibilities of personal ex- 
emptions to improve the equity of general 
excises. Despite the real strength of the 
chapter it appears that Professors Hart and 
Brown continue to differ in their judgments 
as to the effectiveness and desirability of 
general sales taxes, (especially p. 70) and 
probably to some extent also on the conclu- 
sion (p. 111) that if a broader tax than 
that now provided by the personal income 
tax is needed, lowering of exemptions is a 
better way of uncovering more tax potential 
than is a general sales tax. 

These differences, of course, go to the 
heart of tax policy and readers will appreci- 
ate the penetrating discussion of just what 
the critical underlying judgments involve. 
In this connection, the reader’s attention 
should be especially called to two important 
points not made in the body of the chapter. 
The first (p. 12) emphasizes the critical 
importance of excluding a sales tax from 
the official indexes used in computing wage 
and farm-price adjustments in order to 
eliminate the serious, undesirable cost-push 
effects such a levy would otherwise have; 
the other (p. 70) is the political considera- 
tion that enactment of a sales tax is likely 
to raise the over-all tax ceiling by making 
increases in other taxes acceptable when they 
otherwise would not be. 

The chapter on the personal income tax 


is notable for its emphasis on the as yet un- 
tapped revenue potential and the ideal flexi- 
bility of this tax in adapting the federal 
budget to uncertainty. It is estimated that 
stricter enforcement would add well over a 
billion dollars a year at an added adminis- 
trative cost of less than $10 million. 
Lowering exemptions by one third would 
yield over $5 billion in revenue and probably 
have favorable incentive effects, but re- 
fundable taxes (‘“‘ compulsory loans”), the 
spending tax, and other “new” personal 
taxes do not look very useful or desirable 
for the visible future. 

The chapter on profits taxes is notable 
for its clear recognition of the limited role 
of these taxes in directly reducing spending 
by corporations and their stockholders bear- 
ing the tax. Considerable emphasis, on the 
other hand, is placed upon the indirect im- 
portance of high profits taxation as part of 
the master “stabilization compromise ” 
since profits taxes presumably make it easier 
to get acceptance of necessary stabilization 
measures from other groups, notably labor 
unions and the farm bloc. But the authors 
recognize that even on this ground the case 
is not clean-cut. While high profits taxes 
make wage control more feasible, they also 
make it more necessary because they under- 
mine employer resistance to wage increases. 
And while profits taxes should presumably 
be very high from the standpoint of con- 
tributing to the reciprocal willingness of 
other interest groups to make sacrifices, 
nevertheless from the standpoint of healthy 
business incentives, low rates are to be pre- 
ferred. Similarly, excess profits taxes have 
popular appeal and are in keeping with the 
“ congressional penchant for stiffening rates 
on small tax bases ” but involve greater dis- 
incentives than income taxes yielding equal 
revenue. 

The final chapter develops the authors’ 
strategy in adapting the federal budget to 
uncertainty. While the discussion generally 
follows the lines of Professor Hart’s earlier 
writings, their development in terms of the 
present situation is valuable. After once- 
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and-for-all increases in special excise and 
corporate income taxes, primary reliance for 
flexibility is placed upon personal income 
taxes, general sales and possibly payroll 
taxes. Congress would pass in advance a 
bill providing for a prescheduled series of 
step-ups in basic rates designed to maintain 
a moderate budget surplus on the basis of 
current estimates, but with executive dis- 
cretion to postpone scheduled increases when 
there were “ objective signs of a weakening 
of markets.” The potentialities of the ap- 
proach are challenging to say the least. It 
is to be hoped that they will receive even 
more detailed consideration than has yet 
been given. 

Economics and economists have come a 
long way in the last decade or so. More 
and more economists have been recognizing 
their social responsibility to apply their 
analytical abilities and special insights to the 
hard facts of major policy issues. And 
they have been increasingly recognizing that 
their contribution depends not only on writ- 
ing for each other but upon presenting the 
fruits of their analysis of realistic conditions 
in a form which will be useful to the lay 
public, to the member of Congress, and to 
the government administrator who among 
them in the final analysis determine what 
policy shall be. All too many alleged 
“* popularizations ” of difficult subjects and 
issues render a positive disservice because 
they leave out and distort what they at- 
tempt to simplify. These volumes do come 
to grips with the real issues, they do face up 
to the hard facts of the realistic situation, 
and they do make heartening and exemplary 
use of vigorous economic analysis; and they 
do all this with a lucidity, cogency, and 
reasonable brevity that are seldom matched. 
These volumes should be “must” reading 
for all who have responsibility for deter- 
mining policy; they are exceptionally well 
adapted to classroom use; and they will 
justifiably command widespread professional 
interest. 


> 


JoHN LINTNER 
Harvard University 
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Taxing Municipal Bond Income. By Ly 
C. Fircn. Berkeley and Los Angeles; 
University of California Press, 1950. Pp, 
xi+ 161. $2.50. 


In this little volume Mr. Fitch undertakes 
a big job of pointing a way to the elimina. 
tion of tax exemption on outstanding and 
future issues of municipal bonds without 
jeopardizing the bondholders’ investment in 
exemption or the borrowers’ subsidy. Al- 
though conceding that a more efficient 
method could be devised to subsidize state 
and local governments, Mr. Fitch finds no 
clear case for abolishing the present subsidy, 
He is justly concerned, however, over the 
inequities created among taxpayers by this 
source of tax avoidance. He therefore pre- 
sents a “ model” plan (with alternatives) 
which would eliminate such tax benefits to 
holders of outstanding securities, future 
buyers of outstanding bonds, and buyers of 
future new and refunding issues, without 
increasing the cost of state and local bor- 
rowing. 

The plan to tax outstanding issues pro- 
tects the bondholders’ investment in exemp- 
tion by a tax credit equal to the difference 
in interest actually received and what would 
have been received on a comparable taxable 
issue, which would be applied against a tax 
on the interest from the municipal issue 
plus the interest differential. The interest 
presumed to be obtainable on a comparable 
security would be determined by reference 
to the bond interest differential at the time 
of purchase. In order to protect present 
bondholders against ‘‘ undue ” capital losses 
the need is recognized of providing a similar 
credit for future purchasers. The plan pro- 
vides for compensating states and munici- 
palities for their loss of tax exemption on 
future issues by a direct federal subsidy re- 
lated to their cost of borrowing. In addi- 
tion, they would be entitled to tax outstand- 
ing and future issues of federal securities. 

Mr. Fitch’s estimation of the average 
annual yield differential appears to measure 
the investment in exemption with tolerable 
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accuracy. For the purpose in mind, how- 
ever, account would have to be taken of 
significant fluctuations in yield within some 
years. The discussion of factors influencing 
the yield differential is fairly comprehensive 
but not definitive. In view of the dominant 
position of commercial banks in the market 
for tax-exempt securities the role of the cor- 
poration tax rate warrants more attention 
than it is given. Although the supply of 
federal partially tax-exempt bonds is men- 
tioned as an important factor influencing 
historical changes in the yield differential, 
the supply of wholly tax-exempt federal 
securities and federal farm loan bonds ap- 
pears to be ignored. Nor is there any sug- 
gestion of the value attached to exemption 
from state and local taxes. 

Mr. Fitch has made a valuable contribu- 
tion to the literature in this field by his sys- 
tematic and well integrated analysis. But 
the logical development of his thesis is not 
apt to have much, if any, appeal to state 
and local governments. The unfavorable 
reaction to the recent revival of the tax 
exemption issue in Congress is eloquent 
testimony to the belief of state and local 
governments in the sanctity of their 
“right” to immunity from federal “ con- 
trol” in this respect. Moreover, adoption 
of Mr. Fitch’s proposal would place the Fed- 
eral Government in the awkward position of 
underwriting directly many bond issues with 
a dubious claim to tax exemption. 

It is little realized that the repeal of tax 
exemption on future issues would ultimately 
increase aggregate state and local budgets 
by probably less than one per cent. Not 
only would the privilege of taxing federal 
bonds largely offset this increased cost (al- 
though resulting in somewhat different dis- 
tribution) but the net increase in revenues 
to the Federal Government would also better 
permit direct grants to communities for 
schools, roads, and other public improve- 
ments which are based on need instead of 
the present inefficient interest subsidy. 

GeorcE E. LENT 

Washington, D. C. 
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Tax Structure of the State of Washington. 
By Maurice W. Lee. Pullman, Wash- 
ington: School of Economics and Busi- 
ness, State College of Washington, 1950. 
Pp. 142. Paperbound edition, 50 cents; 
clothbound, $2.50. 


The purpose of this book is not to ad- 
vocate any particular tax program but 
rather to inform the citizens of the state 
on one of Washington’s most pressing 
problems, its tax structure and the diffi- 
culties of increasing revenues to match 
government expenditures. The state gov- 
ernment now relies primarily upon a retail 
sales tax. At a 3 per cent rate with no 
exemption of food purchases, Washington 
imposes the highest per capita sales tax of 
any of the states. The property tax is of 
course the bulwark of local government 
finance, and it is shown to rest upon an 
erratic pattern of valuations which falls far 
short of constitutional requirements. To- 
gether these two taxes provided almost 60 
per cent of state and local tax collections 
in Washington in 1948. Most of the re- 
mainder came from other excises. 

Income taxation is thus conspicuously 
absent. Legislative bills which would have 
enacted a progressive income tax in the 
thirties were judged unconstitutional on 
two occasions, and the author gives con- 
siderable attention to this problem. 


Tax Savings in Real Estate Transactions. 
By Bureau oF ANALYysiIs, Davenport, 
Iowa, under Auspices of National Insti- 
tute of Real Estate Brokers of the Na- 
tional Association of Real Estate Boards. 
Davenport, Iowa: Bureau of Analysis, 
1951. Pp. x+98. $5.00. 


This volume deals with the application of 
federal income tax laws to real estate trans- 
actions. It includes chapters on sales, pur- 
chases, exchanges, leases, and defaulted 
mortgages. Relevant provisions of the law 
are summarized and illustrated under a large 
number of topical headings. 
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Texas Property Taxes, 1949. By LYNN F. 
ANDERSON. Austin: Institute of Public 
Affairs, University of Texas, 1950. Pub- 
lic Affairs Series No. 3. Pp. 127. $2.00. 
This study presents in tabular form in- 


formation on assessed valuations and nomi- 
nal and “ adjusted” tax rates in the coun- 
ties, cities, and school districts of the State 
of Texas. Also included is a tabulation of 
overlapping property tax rates in Cities. 
The adjusted tax rates were computed by 
multiplying nominal tax rates by local of- 
ficials’ estimates of the ratio of assessed to 
market value. Despite the customary re- 
quirement that all property be assessed uni- 
formly at its full market value, wide varia- 
tions in county assessing practices in 1949 
resulted in an estimated range of the state 
adjusted tax rate (nominally 72 cents) 
from a low of 6 cents to a high of 72 cents 
per $100 and an average of 29 cents. 

The author includes a 13 page textual 
summary and interpretation of the statis- 
tical data. 
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Assessment Administration: 1950. Paper 
Presented at the Sixteenth Internationa] 
Conference on Assessment Administra. 
tion, Held at Atlantic City, New Jersey, 
October 9-12, 1950. Chicago: National 
Association of Assessing Officers, 1950, 
Pp. 214. $5.00. 


This volume includes papers on construc. 
tion costs, reassessment problems, assessment 
ratios, household furnishings, rural assess. 
ments, state supervision, building classifica. 
tion, intangibles, tangible personal property, 
and state assessment problems. 


A leaflet listing Census Bureau Publications om 
Governments has been issued by the Bureau of the 
Census and is available from that agency upon re 
quest. This bulletin describes briefly each of the 14 
reports on governmental finances and employment 
which the Census Bureau expects to issue in the fiscal 
year beginning July 1, 1951, and lists other recent 
publications of the Bureau regarding state and local 


governments, 
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Editor—J. Keith Butters, Soldiers Field, Boston 63, 
Massachusetts. 


Managing Editor—None. 


Business Manager—Ronald B. Welch, P.O. Box 
1799, Sacramento 8, California. 


2. That the owner is: National Tax Association, 4 
non-stock corporation, chartered in the District of 
Columbia, whose principal office is located at 1020 N 
Street, Sacramento 14, California. 


3. That the known bondholders, mortgagees, and 
other security holders owning or holding 1 per cent 
or more of total amount of bonds, mortgages, of 
other securities are: None. 


(Signed) Ronatp B. WeEtcH, Business Manager. 


Sworn to and subscribed before me 
this 8th day of October, 1951. 


(Signed) Bess L. Bieser, 


Notary Public, County of Sacramento, 
State of California. 


Commission expires January 17, 1954. 
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NATIONAL TAX ASSOCIATION 
Organised 1907 — Incorporated 1930 

OBJECT. The National Tax Association is a non-political, non-sectarian 
and non-profit-making educational organization. Its object, as stated in it 
certificate of incorporation, is to educate and benefit its members and others b 
promoting the scientific study of taxation and public finance; by encouragin) 
research; by collecting, preserving, and diffusing scientific information; by 
organizing conferences; by appointing committees for the investigation of spe 
cial problems; by formulating and announcing, through the deliberately ex: 
pressed opinion of its conferences, the best informed thought and ripest adminis 
trative experience available for the guidance of public opinion, legislation, a 
administration; and by promoting better understanding of the common interest 
of national, state, and local governments in the United States and elsewhere, is 
matters of taxation and public finance and interstate and international comity 
in taxation. : 

MEMBERSHIPS. The Association welcomes to its membership, f 
mutual discussion and deliberation, all who may be interested in taxation and 
public finance generally. Annual dues are: junior memberships (for individuals 
under thirty-five years of age), $5; senior memberships (for other individuals 
and organizations), $10; sustaining memberships, $100. j 

PUBLICATIONS. The Nationat Tax Journat is published quarterly 
in March, June, September, and December. Prockrepmnes of the annual con- 
ferences on taxation which are sponsored by the Association are published soon: 
after the meetings. The JouRNaL and the PRocEEDINGs are sent to members 
without charge. To non-members the price of the JouRNAL is $3.75 per year, 


single numbers, $1.25. The prices of the PRocEEDINGs vary; that of the 1950 
volume is $6.75. ’ 


Applications for membership, orders for publications, and general inquiri 


should be addressed to Ronald B. Welch, Secretary, National Tax Association, 
P.O. Box 1799, Sacramento 8, California. 1 








OFFICERS 
Wu.uMm A. SUTHERLAND, Attorney, Washington and Atlanta, President 
Atrrep G. BugHer, University of Pennsylvania, Vice President 
Ronatp B. Wetcn, State Board of Equalization, California, Secretary 
Rosert J. Esy, New Rochelle, N. Y., Treasurer 


EXECUTIVE COMMITTEE 
The above officers ex-officio, the three ex-presidents who have last held office, 
and nine elected members 
Elected Members Ex-Presidents 


Rosert S. Forp, University of Michigan Gzorce W. MircHet1, Director of Finance, Illi 
C. Emory GLanver, Tax Commissioner of Ohio Cari SHoup, Columbia University 


G. Howarp SpazTH, Commissioner of Taxati 


Deputy 
Taxation and Finance, State of New York Minnesota 
I. M. Lasovirz, U. S. Bureau of the Budget 
Lzo Marrersvorr, C.P.A., New Lng Honorary Members 
ee a's Domini Papeete t of Finance, 
re ‘elephone Co., rT. Con of 
C. L. Turner, C.P.A., Philadelphia of Ontario 
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